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The tax strategy for the financial growth 


of a young company and its owners 


by FLOYD TEKAMPE and RICHARD L. GREENE 


Much has been written about the tax problems of the closely held company and 


the tax management of big business receives constant attention; too little heed is 


given to the tax planning of the growing company. Hence, Mr. Tekampe and 


your editor here draw on their experience in dealing with tax problems of small 


corporations which had led them to the conviction that there is a paucity of tax 


planning in the early stages of the new and growing corporation. They focus on 


the particular problems of the corporate infant, and outline tax techniques that 


stimulate the smooth and rapid growth of the business. Special attention is given to 


planning the capital structure, use of multiple corporations, accelerated deprecia- 


tion, inventory techniques, and other aids to growth of the young company. 


— TAX MAN WOULD like to be in 
on the birth of the corporate baby. 
Tax planning should begin at birth and 
is most effective at that stage. Too often 
he is not a participant or even a witness 
on that delightful occasion or at the 
baptism at the end of the first year. But 
we will assume that the tax planning 
commenced early (if not at initial or- 
ganization) and will be continuously re- 
viewed and improved or modified to 
meet the changing conditions of the 
business. 

Planning for tax saving and deferrals 
takes on a greater role in the sprouting 
closely owned company, and indeed the 
number of tax traps and pitfalls seems 
to be inversely proportional to the size 
of the company and the number of 
stockholders. Problems of unreasonable 
salary deductions, disallowed travel ex- 
penses, surtax on unreasonable accumu- 
lations, capitalization of repairs, de- 
preciation adjustments, etc., are much 
more common. Not only is our young 
budding corporation a more frequent 
victim, but the executive-stockholder is 
also the subject of scrutiny by the rev- 
enue agent. Much of this tax trouble can 
be eliminated by foresighted planning. 

Fortunately, our tax structure can be 


very favorable to the corporate execu- 
tive, even one who is a large or controll- 
ing stockholder. Thus, through well- 
known tax techniques such as fringe 
benefits, deferred compensation and re- 
tirement and profit sharing plans, he 
and his family are enabled to enjoy a 
pleasant prosperity and build up a size- 
able estate for retirement and death 
benefits. Hence corporate and share- 
holder-executive growth are entirely 
compatible and, ideally, they should pro- 
ceed at the same rate. Our corporation 
should be able to retain sufficient earn- 
ings to avoid shortages of working capi- 
tal and to permit rapid increase in 
necessary machinery and equipment, de- 
velopment of new products and lines, 
acquisition of additional employee 
talent. Simultaneously, it should pay its 
executives well and enable them to start 
building at the earliest stage possible 
a personal estate for their later years. 


Growth by multiple corporations 


If the tax man is in on the organiza- 
tion of the corporate baby one of the 
first questions for him to resolve is 
whether there should be twins or triplets 
rather than only one. Since the prime 
emphasis of the tax planning for our 


small corporation is on growth, it js 
fortunate that the structure of the jn. 
come tax law encourages multiple cor- 
porations. Whenever we are to incorpo- 
rate a business which has one or more 
separate divisions each part should be 
investigated as a potentially separate en- 
tity. 

Growth possibilities through multiple 
corporations are important and our 
planning should take these into con. 
sideration. The major advantages are: 

1. The securing of multiple surtax 
credits of $25,000 for each corporation, 
thereby saving upwards of $5,500 per 
company in taxes annually. 

2. Obtaining multiple $100,000 ac. 
cumulated earnings exemptions under 
Section 531. Since this penalty is one of 


the major tax problems of the small, 


closely held growth company this ad- 
vantage is not to be underestimated. 

3. The splitting into separate entities 
of completely separate operations affords 
an opportunity to secure the most ad- 
vantageous tax accounting for each sep- 
arate entity. 

Aside from taxes, there are numerous 
other potential advantages. Certainly it 
is not wise to put all of one’s eggs in one 
basket. Furthermore, financial require. 
ments and other related problems can 
sometimes be more easily managed with 
multiple corporations. 

To prevent the indiscriminate use of 
multiple corporations to avoid taxes, the 
Commissioner has two potent weapons 
in Sections 1551 and 269. Section 1551 
effectively limits the possibility of split- 
ups or spin-offs involving the transfer of 
property from one corporation to an- 
other new corporation. Section 269 is 
intended to cover additional tax avoid- 
ance situations even where there is no 
spin-off or split-up. 

Inasmuch as Section 1551 applies to a 
transfer of property from an existing 
corporation to a new corporation, the 
threat of this restrictive statute should 
be eliminated by setting up the multiple 
corporations at the outset, before any 
corporation has been formed. So also, 
the possible application by the Commis- 
sioner of Section 269 should be sub- 
stantially reduced by having the sepa- 
rate corporations organized at the out- 
set, thereby avoiding any transfer of 
property from an existing corporation. 
In any event, even though Section 351 
(the taxfree-incorporation statute) itself 
contains no business purpose require- 
ment, it is sensible planning to docu- 
ment the business reasons for the initial 
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formation of separate companies. 
Consideration should be given to 
other possible disadvantages of multiple 
corporations, the primary one being the 
difficulty in offsetting recurring losses. 
This factor may be minimized, how- 
ever, by the use of the liberal operat- 
ing loss carry-over for the five subse- 
quent years of the growth company. 
While it is possible to take advantage 
of those losses through subsequent mer- 
ger, or other device, it is a somewhat 
complicated procedure and careful con- 
sideration should be given to this point 
before multiple corporations are formed. 


Capital structure for growth 


Thoughtful planning of the capital 
structure at the outset can not only im- 
prove the fruit of corporate growth, but 
can even make it ripen more quickly. 
Growth can be stimulated and greatly 
increased by the use of borrowed funds. 
Further, it can be enjoyed at an early 
date by gifts to family and perhaps to 
charity of a portion in the equity. This 
can be done at substantial tax savings 
and without dilution of control. 

It is a popular and widely accepted 
practice to acquire real estate with bor- 
rowed funds; investment will 
produce a higher cash flow after taxes 
and, correspondingly, a much higher in- 
The same economic 
principle applies in the formation of a 
new corporation, but if the stockholders 
the initial funds for 
their stock also put up at the outset size- 
able amounts as loans to be repaid to 
them over the years, both the corpora- 
tion and the stockholder may learn, 
painfully, of the unpleasant doctrine, 
thin incorporation. 

The corporate victim of the thin in- 
corporation charge may lose its interest 
deduction and the shareholders may 
have the repayments on the loans 
treated as dividends. While this double 
harm may never be met, still in view 
of the present risks and uncertainties 
(which some day should be resolved by 
legislation)! many tax advisors caution 
against initial 
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who contribute 


shareholders. 
lhe Mills Advisory Group on Subchap- 
ter C has proposed some legislative re- 
lief, but this would seem to have fairly 
limited application.2 Moreover, if a 
stockholder loss is likely, an ordinary 
loss on small business stock (see discus- 
sion below) is to be preferred over the 
short-term capital loss on typical loans. 

It is still frequently possible to se- 
cure the advantages flowing from the 


loans by 


combination of small capital and _ bor- 
rowed funds, and to minimize greatly 
the risk of too thin incorporation. The 
loan is obtained from an outsider in- 
stead of a stockholder and, if necessary, 
the stockholder may be required to 
guarantee the loan. Frequently, a bank 
or a savings and loan. institution, a 
private investor or even a friend or rela- 
tive can be found who is willing to 
furnish such funds if adequate security 
and attractive yield are assured. In many 
cases the personal guarantee, credit and 
security furnished by the stockholder 
are sufficient. Another important source 
may be one of newly authorized Small 
Business Investment Companies, recent- 
ly authorized by Congress.3 Several of 
these are now being organized. 

Occasionally it may be necessary to 
resort to other accepted financial ar- 
rangements to “sweeten the deal” and 
make it more attractive to the outside 
lender. One very popular sweetener is 
the convertible debenture. This tech- 
nique may become very useful in financ- 
ing by the new Small Business Invest- 
ment Companies. This type of loan not 
only furnishes security but also affords 
an opportunity to the lender to partici- 
pate in the growth of the new company 
by means of the conversion of. the 
debenture into common stock after it 
has enhanced in value. 

If convertible debentures are used to 
attract an outside loan, they should not 
be issued in such quantities as to per- 
mit material dilution of the original 
stockholders’ equity. Otherwise the 
founders’ share in the corporate growth 
will be dissipated and their natural ob- 
jectives defeated. 


Preferred stock in the growth company 


Some day our fledgling corporation 
will, we hope, be large and successful 
and its owners will begin to be con- 
cerned with their own high income 
taxes and future estate taxes. A suitable 
way to reduce both taxes is by way of 
gifts of preferred stock. The executive 
who gives preferred stock in his com- 
pany to members of his family or to 
charity may reduce his and 
estate taxes and do this without giving 
up any of his valuable control. Thus, 
preferred stock is a convenient tool in 
the tax planning of the successful ex- 
ecutive of the growth company. 

In theory, preferred stock can be 
issued before or after that growth has 
been attained. At almost any point it 
can be readily created by a stock divi- 
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dend or in some instances by a recapi- 
talization. But preferred stock so issued 
after an earned surplus has built up will 
likely be Section 306 stock or tainted 
stock and its ultimate disposition. may 
produce ordinary income. The Mills 
Subchapter C Advisory Group has even 
proposed that a charitable contribution 
of such. preferred stock be taxed as 
creating ordinary income.‘ 

All such problems are eliminated by 
issuance of preferred stock at the time 
of incorporation. At that point there is 
no earned surplus and, hence, the curse 
of Section 306 is avoided. For future 
use, it is frequently desirable to provide 
for a sizeable issue of preferred stock 
at the time of incorporation. 


Non-voting common 


Another type of stock which will make 
the fruits of growth more available is 
non-voting common. Like the preferred 
stock, non-voting common is a useful 
vehicle for saving taxes, particularly 
estate taxes. Gifts can be made to mem- 
bers of the executive’s family or to char- 
ity, reducing death taxes with no re- 
linquishment of control. Non-voting 
common can be jssued to employees to 
encourage their loyalty and participa- 
tion in the business, and may even be 
used to pay stock bonuses. It can like- 
wise be issued to attract new capital 
from investors who desire a stake in the 
business as well as a fixed yield from a 
secured loan. Non-voting is also a con- 
venient vehicle for a Section 303 re- 
demption to pay the executive’s death 
taxes out of corporate funds (assuming 
no Section 531 thereby 
created). 

Non-voting stock can be an actual 
stimulant of growth. Thus, cash can be 


problem is 


preserved for expansion and purchase 
of needed equipment while securing a 
deduction for an employee’s bonus or 
perhaps a portion of a profit sharing 
plan contribution, both paid in the 
form of non-voting stock. 


Subchapter § 


The enactment of Subchapter S in 
1958 was initially thought to cast a cloud 
on the use of non-voting common or 
preferred stock, since the right to elect is 
limited to a closely held company hav- 
ing a single class of stock. Experience 
since the enactment of the new law has 


1 See 8 JTAX 75. 

2See March 1959 10 JTAX 139. 

8 Sec. 57 of Tech. Amendments Act, adding Sec. 
1242 et seq. 

4 See 2, supra. 
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demonstrated that the use of Subchapter 
S is quite limited, and in the case of the 
growing and successful growth company, 
a Subchapter S election probably will be 
rarely desirable. Still, where a period of 
initial losses is anticipated and the right 
to elect Subchapter S should be pre- 
served as a possible technique for tax 
savings to owner stockholders, the issu- 
ance of other classes of stock may well 
be postponed to a later date. In this way 
the stockholders may use the initial 
corporate losses as an offset against their 
individual income, and later when the 
growth company is producing taxable 
income the election may be revoked. 
There is no great hazard to postponing 
the issuance of the non-voting common 
until that point has been reached. 

Since maximum growth of the young 
corporation can be achieved mainly by 
plow back of earnings, and dividend 
distributions will be postponed as long 
as permissible, Subchapter S will have 
limited application to the growth corpo- 
ration (except perhaps for initial losses 
or extraordinary capital gain situations). 
We have previously noted the hazards 
in profits undistributed but taxed to the 
shareholders under Subchapter S, and 
other pitfalls of electing under the new 
law. See March 1959 issue of this Jour- 
nal, 10 JTAX 130, Subchapter S. Sur- 
vey. Nonetheless, the conditions of the 
new law should be carefully scrutinized 
during the early phases of the new 
corporate life to ascertain whether its 
use may be feasible and advantageous. 


Small business stock 


Since our prime concern here is the 
growth corporation and how to ac- 
celerate its growth, we have been con- 
sidering companies that prosper. The 
owners of the young and budding busi- 
ness are not normally worried as to 
whether the loss of their investment 
would be deductible as an ordinary de- 
duction or as a capital loss. Even a 
well-laid plan, backed by a dynamic 
management, can collapse, however, or 
be defeated by a catastrophe, a depres- 
sion, etc.; hence a realistic approach 
should take into account this possibil- 
ity though it may seem remote. 

It is now fairly simple to plan new 
corporations or for new capital in older 
corporations, so that the unanticipated 
sour investment can qualify for an 
ordinary loss on “small business stock.” 
While the technical requirements of 
Section 1244, as supplied by the Small 
Business Tax Revision Act of 1958, 
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should be carefully studied, the basic 
rules are simple: (a) issue common stock 
(voting or nonvoting), (b) for money or 
property, (c) under a written plan 
adopted after June, 1958, (d) by a “small 
business corporation” (which may offer 
after June 30, 1958 not more than $500,- 
000 of this stock and has equity capital 
less than $1,000,000) and (e) which prior 
to the loss has investment income of 
less than 50% of gross income. 

It should be quite easy to qualify as 
small business stock most stock sold here- 
after for cash or property. While the 
ordinary loss is limited in amount to 
$25,000..for an individual and $50,000 
in the case of a husband and wife, such 
a deduction could be vital if the growth 
corporation suddenly collapsed. This 
provision is more flexible than Sub- 
chapter S, particularly since it covers 
non-voting common stock and also does 
not preclude the existence of other non- 
qualified classes of stock. 

The new section should likewise go 
far in discouraging the hazardous thin 
corporation technique since an ordin- 
ary loss on small business stock should 
be greatly preferred over the non-busi- 
ness loss on loans by stockholders de- 
ductible only as a short-term capital loss. 


Basic tax accounting 


The basic tax accounting methods 
should be carefully selected at the be- 
ginning from the various acceptable 
alternates, since it can be very difficult 
to obtain permission to change ac- 
counting methods whenever such a 
change would put the Internal Revenue 
Service in an unfavorable position. 
While it is not our purpose to examine 
all of the myriad of tax accounting elec- 
tions which could possibly be encoun- 
tered, we will highlight the importance 
to long-range tax planning of some basic 
tax accounting elections. There are four 
major factors to be considered: 

1. Care must be exercised to see that 
procedures are chosen with an aware- 
ness that an election is being made and 
that tax consequences of all alternatives 
are considered. 

2. The long range tax consequences 
must be evaluated as well as any im- 
mediate tax deferment or savings. Some- 
one must carefully project future opera- 
tions and determine the tax effect of 
each of the tax accounting methods 
available. 

3. The methods selected must be ac- 
ceptable to the Internal Revenue Serv- 
ice. 


[Mr. Tekampe, a CPA, is the Small 
Business manager in the Milwaukee 
office of the national accounting firm, 
Arthur Andersen & Co. Mr. Greene is 
a member of the Milwaukee law firm of 
Whyte, Hirschboeck, Minahan, Harding 
& Harland, and is editor of this depart. 
ment of The Journal of Taxation.] 





4. The accounting alternatives should 
be evaluated from the standpoint of gen- 
eral business practices. An accounting 
method that is contrary to generally ac. 
cepted accounting principles as recog. 
nized by the company’s customers, sup- 
pliers and banker can often give rise to 
problems with these important allies 
that overshadow income tax advantages. 

The Code permits the use of any ac- 
counting method regularly used in 
keeping the books which clearly reflects 
income. The accrual basis of accounting 
is the generally accepted method of ac- 
counting and the most widely used by 
corporations of all sizes. In addition, the 
accrual basis will generally provide the 
greatest tax deferment or savings pos- 
sibilities for the manufacturing corpora- 
tion. Of course, there are situations 
where the cash basis will be permissible 
and will produce a tax deferment. Too 
often, however, in the first year of corpo- 
rate existence the cash basis is adopted 
because of a lag in collection of cus 
tomers’ receivables or some other ex- 
pedient reason. 

While we will not attempt to explore 
here tax accounting for special indus- 
tries, there are enough general applica- 
tions of long-term contract accounting, 
installment sales accounting, etc. to 
observe that there are some very im- 
portant tax deferment possibilities 
which can be realized under the Code 
by companies encountering these special 
situations. 


Inventory valuation 


Sooner or later, in the initial taxable 
year, our young corporation will face 
the problem of inventory valuation. 
Since the method of inventory valua- 
tion can have such a significant effect 
upon taxable income, and upon the rate 
of growth through tax deferrals, it is 
necessary to consider carefully the long: 
range consequences of the method to be 
adopted. The typical manufacturing 


corporation should not use cost since 
it does not permit the deduction of 
market write-downs in the year in which 
price declines occur. For this reason, cost 
or market, whichever is lower, is the most 
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commonly used method. In a period of 
steadily rising prices, an inventory valued 
on either of these bases would be the 
same since the market will always be 
equal to or greater than cost. If declin- 
ing prices are encountered, an inventory 
priced at cost would be higher than if 
valued at the lower of cost or market. 
While it is true that over a period of 
years, the total profit or loss under 
either method will be the same, the 
total effect can be quite different. 

Under the LIFO method, the tax- 
payer prices his inventory at cost, but 
is assumed to have sold first the mer- 
chandise purchased last. The main dif- 
ference taxwise between the regular cost 
method and the LIFO cost method is 
that the former results in a larger tax- 
able income when prices are rising, 
whereas, the latter method results in a 
larger taxable income when prices are 
falling. If it is felt that the company’s 
raw material costs will increase over the 
long range future, substantial income 
tax deferment can be obtained by elect- 
ing the LIFO method. LIFO may not 
only afford important tax deferrals to a 
growing corporation but also provide a 
more stable income pattern, important 
for credit purposes. 

Once the method of inventory pricing 
has been selected, care should be exer- 
cised to see that it is clearly elected in 
the initial income tax return. It is pos- 
sible that a company electing the lower 
of cost or market could have its in- 
ventory price entirely at cost for several 
years if market prices were continually 
rising. In a year of market declines, it 
might be difficult to prove that the com- 
pany initially elected the lower of cost 
or market method. Hence, it is prudent 
to indicate the method used in the re- 
turn filed for the initial taxable year. 


Selection of taxable year 


Another major tax accounting elec- 
tion often made inadvertently is the 
selection of the taxable year. Many 
times a calendar year is selected in 
deference to custom, with no considera- 
tion as to the tax consequences. Ac- 
tually, if the corporation is to conduct a 
seasonal business a very significant 
permanent tax deferral can be realized 
by the selection of a fiscal year which 
ends just before the peak profit season. 
Of course, the election of a fiscal year 
that conflicts with the company’s natural 
business year will produce accounting 
and reporting problems and the year- 
end balance sheet could be most un- 


favorable from a liquidity standpoint. 
This can generally be overcome by the 
small corporation through the use of 
interim statements for credit and other 
purposes which will reflect the desired 
balance sheet liquidity. 


Depreciation policies 

Most manufacturing companies re- 
quire a substantial investment in plant 
and equipment. This means that the 
depreciation policy will have a vital 
effect upon taxable income and upon 
the tax to be paid. The long-range ob- 
jective for a growth corporation should 
be to provide long-term tax deferment 
through its depreciation policy. Once 
the taxpayer has established the useful 
life and the salvage value of the assets 
to be used in the business, consideration 
must be given to the depreciation 
method to be used. Any reasonable and 
consistently applied method of comput- 
ing depreciation may be used, but it is 
the responsibility of the taxpayer to 
establish the reasonableness of the de- 
duction for depreciation claimed.* Ob- 
viously, from a growth standpoint, the 
higher the depreciation rate or con- 
versely, the shorter the useful life, the 
greater the possibility for tax deferment. 

The double-declining-balance method 
and the sum-of-the-years-digits method 
provide highly important techniques for 
tax deferment. The funds provided 
through the tax deferral can be used for 
further expansion and greater growth of 
the business. 

In considering whether or not to 
adopt one of the accelerated deprecia- 
tion methods, the taxpayer should first 
determine if there will be a continuing 
substantial amount of depreciable prop- 
erty additions. If there is no assurance 
of continued fixed asset additions, the 
taxpayer should beware of adopting an 
accelerated method only to find an in- 
crease in taxable income in a later year, 
taxable at 52% after part or all of the 
original increased deduction obtained 
through the accelerated depreciation 
method which reduced taxes at only 
30%. 

In view of the large amounts of used 
equipment often purchased by small 
growth companies, it is important to 
note the availability of the 150%-de- 
clining-balance method. Rev. Rul. 57- 
352 permits a declining balance method 
of computing depreciation with a rate 
not in excess of 114 times the applicable 
straight-line rate for used tangible prop- 
erty, provided such method results in a 
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reasonable allowance for depreciation.* 
The effect of 150% declining balance 
depreciation is to provide a depreciation 
deduction midway between double de- 
clining balance depreciation (available 
only for new assets) and straight-line de- 
preciation. Thus, a further stimulant 
may be applied for more rapid growth 
of the new business. 

The Small Business Tax Revision Act 
of 1958 provided an initial depreciation 
allowance in the year of acquisition for 
certain tangible property, either new or 
used, of 20% of the first $10,000 of 
cost.8 Through this the growing com- 
pany will have an additional form of ac- 
celerated depreciation for used equip- 
ment plus an even faster write-off of 
new equipment. For a growth company, 
the new statute permits a tax deferral 
of upwards of $1,000 in each year quali- 
fied property is acquired. 

Some tax deferral is possible through 
careful planning to expense certain costs 
which might otherwise be capitalized. 
Small tools, dies, jigs, patterns and other 
minor equipment should be carefully 
investigated to determine the breakage, 
obsolescence, pilferage, and other fac- 
tors, as well as the useful life, in order to 
decide whether or not justification can 
be found for the expensing of these 
items. Any asset having a cost below a 
set minimum amount can generally be 
expensed for ease of record-keeping. 


Matching income and expense 


In order to achieve adequate planning 
for growth financing from within, for an 
accrual basis taxpayer, it is essential to 
keep in mind the differences between 
generally accepted accounting and tax 
accounting. For a time when Sections 
452 and 462 were first enacted it ap- 
peared that a golden era had dawned, 
but this soon shattered 
when these seciions were repealed. How- 
ever, the repeal did not destroy the 
principles which gave rise to the sec- 
tions. From an accounting standpoint, 
we are still trying to match revenue and 
expense, and it now appears that the 
validity of this generally accepted ac- 
counting principle is gaining the ap- 
proval of the courts. Hence, for an ac- 
crual-basis company the corporate op- 
erations should be carefully reviewed for 
income and expenses which should be 
deferred or accrued. Whenever there is 


illusion was 


5 Section 446(a). 

® Regulations, Section 1.167 (b)-0(a). 

7 1957-2 CB, p. 150. 

8 Small Business Tax Revision Act of 1958, Sec- 
tion 204. 
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a potential accrued liability, such as 
bonuses, commissions, vacation pay, real 
estate taxes, bad debts, etc., the Code, 
the regulations and the court decisions 
should be considered in determining 
whether such an accrued expense would 
be deductible. Similar consideration 
should be given to each item of prepaid 
income. These techniques may foster the 
growth so vital to the new business. 

Oftentimes a properly planned meth- 
od of recording materials, labor and 
overhead costs in the accounts and of 
pricing the year-end inventory using 
these recorded costs, can result in sig- 
nificant tax deferment over and above 
that to be obtained by the proper elec- 
tion of the most advantageous inven- 
tory valuation method. 


Rent vs. purchase 


Due to a working capital shortage 
most small growth corporations are com- 
pelled to consider renting their plant or 
office space, as well as machinery and 
equipment, as opposed to purchasing 
it. Regardless of the tax aspect, renting 
requires less capital. The main dis- 
advantage of renting is that the corpora- 
tion may not have the same degree of 
control over the working tools of its 
business. Computations should be made 
to determine the amount of cash to be 
generated by the not buying. 

A deferment of tax arises because the 
deductions attributable to rent can be 
larger in the earlier years than deduc- 
tions attributable to depreciation. Again 
this is a mathematical test. In recent 
years accelerated depreciation methods 
have considerably lessened the ad- 
vantages of rental. 

Any prospective lease or similar agree- 
ment should be evaluated in the light 
of Rev. Rul. 55-540, which spells out 
the ground rules. Whether an agree- 
ment which purports to be a lease is, 
in substance, a conditional sales contract 
depends upon the intent of the parties 
as evidenced by the provisions of the 
agreement, read in light of the facts and 
circumstances existing at the time the 
agreement was executed.9 


Minutes and other records 


We are not concerned here with the 
problems arising from a lack of records. 
Rather, we should like to point out that 
record-keeping can be a true planning 
device to avoid future tax problems for 
the young corporation. 

Often one of the major problems of 
the small corporation arises from the 
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lack of adequate records of the trans- 
actions between the company and _ its 
shareholders. The record::most- often 
neglected or overlooked»is* the minute 
book. The maintenance of careful and 
proper minutes is vital since they: 

1. Afford written evidence that the 
corporation, itself, approved and rati- 
fied all contracts, leases, agreements, and 
the acts of the management. 

2. Clarify the intent of the corpora- 
tion and its shareholders. This can be 
very important in the case of certain 
tax problems where it is the intent at 
the time of the transaction which gov- 
erns the ultimate tax treatment. 

3. Substantiate deductions, i.e., the 
minutes can sometimes be the support 
for a deduction such as salaries, bonuses, 
interest, entertainment expense, étc., 
especially if affecting the stockholders. 

4. Can prevent or postpone the pos- 
sible imposition of the Section 531 sur- 
tax on unreasonable accumulations. 

Another type of record which is fre- 
quently overlooked in the small corpora- 
tion, because of the dual nature of the 
management as both executive and 
shareholder, is the use of notes, leases, 
contracts, agreements, etc., whenever the 
corporation deals with its owner-man- 
ager. These formal documents are not 
only evidence of the intent at the time 
of the transaction, but are often vitally 
necessary as proof of the transaction it- 
self and of the right to the deduction. 


Dividend policy and growth 


The theoretically ideal tax strategy 
for maximum growth of the corporation 
would be the retention of the entire 
profit after owners’ compensation and 
corporate taxes. Compensation is  de- 
ductible; dividends are not, and hence, 
again in theory, should be permanently 
avoided. Given good products, vigorous 
sales promotion and capable manage- 
ment, perpetual plow back of earnings 
would achieve rapid expansion. The 
business baby of today could attain 
quick maturity and become the corpo- 
rate giant of tomorrow. 

This tax paradise does not exist after 
the corporation has grown to the point 
of building up a $100,000 earned sur- 
plus. At that level a potential Section 
531 (old Section 102) tax on unreason- 
able accumulations appears. 

This penalty tax won’t be imposed if 
the corporation can establish the ac- 
cumulations were necessary for the rea- 
sonable needs of the business. Section 
534 of the Code even attempted to shift 


a portion of the burden of proof on 
this..point over to the Commissioner 
where he complains the accumulations 
wére unreasonable. Tax men were dis. 
turbed to find the Tax Court in Pelton 
Steel Casting Co.1© emasculating this im- 
portant amendment of the 1954 Code. 
While the problem of shifting burden 
has been far from resolved and will no 
doubt continue to be litigated, some tax 
authorities find comfort in this statutory 
effort to shift the burden to the tax col- 
lector. 

Meanwhile, the young and growing 
company must live and face the realities 
of statutory restrictions on unreasonable 
accumulations of earnings. It must 
evolve a dividend policy designed to ac. 
complish its own objective of rapid 
growth within the statutory inhibitions, 


‘Plainly, Congress never intended, in en- 


acting Section 102 or its successor, Sec- 
tion 531, to impede the natural and 
legitimate growth of business enterprise. 
Growth can be attained mainly by plow 
back of earnings into new equipment, 
expansion, research development, sales 
promotion, etc. 

Prior to attaining the $100,000 earned 
surplus plateau, the corporation can pro- 
ceed with its normal plans for attaining 
maximum growth of its business. Since 
the $100,000 mark may soon be attained 
and passed, the company should avoid, 
even prior to that point, certain prac 
tices which will be red flags and warn- 
ing signals once the minimum exemp- 
tion has been exceeded. These, of course, 
include: 

e Loans to stockholders or their fam- 
ilies or their friends; 

e Investments in entirely unrelated 
businesses; 

e Excessive investment in government 
bonds; and 

e Purchase or redemption of some of 
the corporation’s own outstanding stock. 

It is evident, of course, that once the 
$100,000 minimum exemption has been 
passed, these practices should be avoided 
whenever possible. After the corporation 
has built its earned surplus up to $100; 
000, if it is to continue paying no divi 
dends or only small ones, it must estab- 
lish a record that accumulations are 
reasonable in light of the business needs. 
If the earnings are actually plowed back 
into necessary machinery and equip 
ment, remodeling »r expansion of the 
plant, or essential research or vital sales 
® Rev. Rul. 55-540, 1955-2 CB, p. 39. 

10 Pelton Steel Casting Co., 28 TC 153 (1957) 


affd. (CA-7 1958), 251 F.2d 278, Cert. den. — 
U.S. —, 78 S. Ct. 995 (1958). 
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promotion, then there should be no 
complaint and no serious Section-531 
risk. Too often closely held corpora- 
tions have only vague dreams of doing 
these things or indefinite plans and 
hopes of doing them at some indeter- 
minate time in the future. Instead of 
spending the money, they too often 
acquire great amounts of government 
bonds or buy first mortgages or large 
amounts of listed stocks and _ bonds. 
Assessing deficiencies on these companies 
may be like shooting ducks in a barrel 
to the alert revenue agent. 

There is no room for vagueness or 
indefiniteness in this field if Section 531 
is to be avoided. The management owes 
an obligation to itself and its share- 
holders to plan with certainty, to docu- 
ment and carry out those plans. In no 
other field of tax planning are well- 
The minute 
book is an important part of every rev- 
enue agent’s Minutes 
which are incomplete or sloppily or in- 


drawn minutes so vital. 
examination. 


accurately drawn can 
trouble. 


Before the end of consideration of 


cause grave 


dividend policy two points require spe- 
cial mention: 

|. In some instances it may be cheaper 
to incur the Section 531 surtax than to 
distribute substantial dividends; and 

2. Frequently the cost of the neces- 
sary dividends can be greatly lessened 
by well planned gifts to family members. 
Thereafter, these dividends, taxed at 
greatly reduced brackets, may become 
very desirable, and the Section 531 prob- 
lem evaporates like dew in morning sun. 


Compensating the owner-executive 


rhe problem of compensation of the 
owner-executive is closely woven into 
the fabric of corporate growth. Our over- 
riding strategy is the achievement of a 
rate of growth of the earnings and per- 
sonal estate of the owner approximating 
that of the company. It is conceivable 
that the owner may deny himself and 
his family the niceties of life so as to 
accelerate the rise of the corporate for- 
tunes. At the other extreme, the execu- 
tive-owner may arrange for a payout of 
practically all the profits in the form of 
officers’ salaries and eventually bring 
about corporate stagnation. Happily, a 
policy of moderation is desirable. The 
middle way is the best way to achieve 
the desired balance of corporate and 
personal growth. 

There seems to be a natural tendency 
on the part of many owners of closely 





held companies to disregard the corpo- 
rate entity in many areas, particularly in 
determining their own compensation. It 
is often difficult for them to face the 
actuality of the power of Internal Rev- 
enue to question and determine the 
reasonableness of their own compensa- 
tion. Once the owner-executive realizes 
the power of the IRS and that the: ex- 
cessive portion of his salary will be dis- 
allowed to the company but taxed to 
him personally, he will approach the 
problem more realistically. The other 
prime deterrent to a high salary is the 
rapidly ascending individual income tax 
rate. 

All this leads inevitably to a consid- 
eration of the executive pay package, in- 
cluding possible stock bonuses, con- 
tingent compensation plan, deferred 
compensation, death benefits and var- 
ious fringe benefits. Many of these fit 
well into the structure of the growth 
corporation. Space limitations preclude 
a discussion of these components and 
hence reference is made to the article in 
the May 1958 issue of this Journal, 8 
JTAX 289, entitled Executive Compen- 
sation: A check list of items in the tax- 
sheltered package. 


Qualified plans aid combined growth 


The road to rapid growth to full ma- 
turity for the corporate business and its 
owner-executive is surfaced with a 
qualified profit sharing or pension plan. 
Here is a two lane highway that pro- 
vides a foolproof deduction to the corpo- 
ration in one lane and in the other 
lane a vital, growing and temporarily 
tax-free fund for the executive. No bet- 
ter way can be provided for accelerating 
dramatically the growth of the execu- 
tive’s personal fortune and estate with 
corresponding protection to his family, 
without impeding the growth of the 
corporation. 

For the corporate employer enjoying 
a moderate taxable income of $25,000 or 
over, the government will underwrite 
over half of the contribution costs of the 
profit sharing and retirement plan, by 
way of the tax deduction. Simultaneous- 
ly, the executive gets all of the very 
substantial benefits of a rapidly growing 
fund for his retirement (or earlier if his 
employment terminates) without  in- 
curring any tax.costs whatever during 
the period it is.being built up. Even 
when withdrawn upon retirement or 
earlier termination of employment or 
death, the built-up fund comes out as 
capital gain. As the final frosting on this 
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delicious tax-built cake, the entire fund 
can be free from estate taxes. 

By reason of the taxfree status of the 
fund as it is being built up, including 
the interest, dividends and gains in the 
hands of the trustee of the plan, the 
executive can build up a fund of any- 
where from two to four or five times as 
rapidly as he could if he took an equiva- 
lent amount out annually as extra salary, 
paid taxes thereon and tried to save the 
balance. 

The corporate fledgling should not 
delay too long in establishing its quali- 
fied plan. Working capital must, of 
course, be built up first to a safe level. 
Once that has been attained, the man- 
agement should give prompt considera- 
tion to desirability of a plan for the 
owner-executives and other key em- 
ployees. The penalty for delay can be a 
very considerable reduction in the size 
of the fund and personal estate of the 
owner of the business. Even when the 
profits are still at a low level or subject 
to great fluctuation, a qualified profit 
sharing plan may be indicated for maxi- 
mum growth in light of the now per- 
missible, flexible formulas. 

It is readily apparent that careful 
initial and continuing tax planning will 
accelerate the growth and success of a 
new business and the enjoyment and 
prosperity of the owners. It should 
eliminate or minimize the tax worries 
that too often burden the closely held 
business and its stockholders. we 


New case shows dangers 
in Section 306 gifts 


THE WARNING previously given in these 
pages (9JTAX 160) that a movement 
was afoot to make the increase in value 
of Section 306 stock contributed to 
charity taxable to the donor is borne 
out by a case now before the Tax Court 
(Caldwell, Docket No. 74600). The IRS 
is here maintaining that the taxpayer 
was the true seller of the stock and con- 
sequently realized taxable income. 

It is expressly stated in Rev. Rul. 57- 
328, which holds that a gift of Section 
306 stock to an exempt institution did 
not result in taxable income to the 
donor even though he was entitled to a 
charitable deduction for the fair mar- 
ket value of the property at the time of 
the gift, that there should be “no pre- 
arrangement for the sale by the founda- 
tion of the preferred stock, or for the re- 
demption by the corporation of any ot 
its preferred stock.” 
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Despite the warning in the ruling, 
such transactions are sometimes followed 
by the issuing corporation’s shortly 
thereafter redeeming the stock received 
by the foundation. The price of such 
a practice is the invitation to litigate. 

The Caldwell case involves a some- 
what related practice. Taxpayer irre- 
vocably transferred 583 shares of com- 
mon stock of Wheeling Steel Corpora- 
tion to a church. Shortly thereafter, al- 
though the exact date is not disclosed, 
the church sold the shares. 

The question involved is a type of 
Court Holding Company issue (324 U.S. 
$31 (1945))—whether taxpayer or the 
church sold the stock. Of course, we 
are not familiar with the facts involved 
in the pending case, and hence cannot 
prejudge or predict the ultimate de- 
cision. However, if the factual issues 
are resolved in the Commissioner’s 
favor, there would appear to be little 


IRS refusal to rule on 


problems; planning to 


ew 337 OF THE 1954 Cope was de- 
signed to eliminate the uncertainty 
the 1939 Code 
when a corporation was liquidated and 
its assets sold thereafter. In order to 
avoid a double tax, one at the corporate 
level on the gain from the sale imputed 
to the corporation and another to the 
shareholder on the liquidation distribu- 
tion of the sale proceeds (less tax), it 
was necessary for counsel to discern the 
distinction between Court Holding Co., 
$24 U.S. 331, and Cumberland Public 
Service Co., 338, U. S. 451, and to bring 
the transaction into the factual category 
of a distribution followed by a sale by 
the stockholders instead of a sale by the 
corporation followed by a distribution. 
Where counsel lacked such discernment, 
the double tax was asserted. And, in 
fact, taxpayer's representatives often felt 
that in spite of careful planning, Rev- 
enue Agents superimposed their own 
view of the transaction so as to obtain a 
corporate tax wherever a liquidation was 
followed by a sale. 

Section 337 has proven extremely 
helpful in putting an end to much of 
the guesswork concerning the tax con- 
sequences of sales of corporate assets 
concurrently with a liquidation of the 
corporation. It forgives the corporate 


which existed under 
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doubt that the tax law relating to step 
transactions would support his conclu- 
sion. In Jacobs, 224 F.2d 412 (Ninth 
Circuit, 1955) aff'g. 21 TC 165 (1953), 
the component parts of a single trans- 
action, involving the sale of realty by a 
dealer, were integrated. After being ap- 
proached by a prospective purchaser, 
taxpayer transferred the land to a corpo- 
ration in exchange for its stock. Some 
four days later he sold the stock to the 
interested party and reported the gain 
as a capital gain on the sale of stock. 
The court rejected this treatment be- 
cause the corporation was only a con- 
duit, employed hopefully, but unsuccess- 
fully, by taxpayer to effect a sale of 
property in the ordinary course of his 
trade or business. While the Caldweil 
case involved common, and not Section 
306 stock, it points up the grave risk 
inherent in arranging for a “bail-out” 
of preferred stock given to charity. 


337 creates 


avoid them 
by SAMUEL J. LANAHAN 


tax and, at the same time, insures that 
there will be at least one tax, i.e., at the 
shareholder level. The Section has, how- 
ever, been on the books long enough for 
a few practical problems to have come 
to the surface, problems with which the 
Tax Rulings Division of the Internal 
Revenue Service is currently wrestling. 

One problem arises because of the 
requirement of the Section that all the 
assets must be distributed to stockholders 
within the 12-month period following 
the adoption of the plan of liquidation. 
We still have no guidance if it is im- 
possible to distribute certain assets and 
therefore to comply with the 12-month 
requirement. For example, the liqui- 
dating corporation may have sold most 
of its assets but may retain real prop- 
erty which it is impractical to distribute 
to a large number of shareholders by 
giving each an undivided interest. Can 
this property be distributed to a trustee 
to hold for their benefit without dis- 
qualifying the transaction for Section 
337? The Internal Revenue Service in- 
formally indicates that if all of the share- 
holders, or at least all of the share- 
holders voting on the liquidation, agree 
that the value of all the assets (including 
the real property) shall be included in 
income and that the undistributable 


realty will be transferred to a trustee to 
hold for their’ benefit, then the trans. 
action will not be disqualified as a Sec. 
tion-337 liquidation. Taxpayers had 
hoped that a ruling on this question 
would be published, and since it has not 
been forthcoming some justifiable doubt 
must therefore remain. Accordingly, be- 
cause of the lack of a published state. 
ment, taxpayers still proceed at their 
jeopardy where substantial distributions 
of real property must be made. 


Pressure from buyer 


This hazard raises serious practical 
problems when a prospective purchaser 
has a contract to buy assets and the clos- 
ing date is set near the end of the 12. 
month distribution period. The Internal 
Revenue Service is becoming aware of a 
number of cases where the purchaser 
advises the liquidating corporation that 
he is suffering financial distress. This may 
or may not be true, but nevertheless it 
can have the effect of forcing a reduc. 
tion in the purchase price of a particu- 
lar asset. The pressure on the selling 
corporation can be quite strong, since it 
is faced with the possibility that the 
buyer will breach his contract and the 
corporation will be unable to complete 
the liquidating distribution within the 
required 12-month period and, conse- 
quently, will incur a liability for pay- 
ment of the corporate tax on the assets 
already sold. There are, however, two 
protective steps that can be taken when 
a seller faces this unpleasant prospect. 
The first and obvious one is to provide 
for liquidated damages for delay in the 
closing date for the sale of any corporate 
asset. The second precaution is wise if 
there are a number of shareholders and 
it may not be convenient to call them 
together to obtain agreement that the 
assets may be transferred to a trustee. 
At the time of adoption of the plan of 
liquidation have them agree to the trans 
fer of unsold assets to a trustee. 


Liquidation of subsidiary 

Section 337 does not apply to a liqui- 
dation under Section 332—that is, the 
liquidation of an 80-percent-owned sub- 
sidiary into its parent corporation. If 
Section 337 did apply to this type of 
liquidation there would be no tax, since 
a Section-332 liquidation is not a tax 
able transaction. As a result of this ex- 
ception from the rules of Section 337, it 
is necessary, where both the parent cor 
poration and its subsidiary are being 
liquidated, that the subsidiary be liqui- 
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dated first and its assets distributed to 
its parent prior to the sale by the parent. 

If the subsidiary sells the assets a cor- 
porate tax will be imposed even though 
both corporate entities are to be put to 
death. In this area, the Court Holding 
Co. problem remains alive with all the 
virulence it possessed under the 1939 
Code. Accordingly, negotiations for the 
sale of the subsidiary’s assets carried on 
by its officers might lead to the asser- 
tion of tax deficiencies by enthusiastic 
revenue agents. Such deficiencies ought 
not stand since the enactment of Section 
337 was described by Congress as the re- 
moval of a trap for the unwary. It would 
seem consistent with Congressional pur- 
pose not to assert the Court Holding Co. 
issue where both the parent and sub- 
sidiary are in process of liquidation. In 
addition, there does not seem to be any 
revenue loss in removing this residual 
problem. However, the attitude that will 
be taken by the Tax Rulings Division 
on this question is conjectural. 

In Rev. Rul. 57-482, the Internal Rev- 
enue Service took the position that a re- 


serve for bad debts must be taken into 
income by a corporation in process of 
complete liquidation, even though under 
Section 337 no gain or loss is recognized 
to it. This seems entirely reasonable 
since, as the Ruling states, the need for 
the reserve ceased when the taxpayer 
disposed of the accounts receivable and 
the taxpayer derived full tax benefit 
when it created the reserve in prior tax- 
able years. At the present time, the In- 
ternal Revenue Service is considering 
extending this tax benefit rule to addi- 
tional situations falling within Section 
337. For example, if the liquidating cor- 
poration deducted in full the cost of cer- 
tain small tools having a useful life 
of less than a year, the gain on the 
sale of such items will not be forgiven 
under Section 337. It is difficult to find 
justification under Section 337 for this 
proposal unless, of course, the Internal 
Revenue Service proposes also to tax 
the corporation in the event such items 
are distributed in kind to shareholders 
and Section 336 would seem to prohibit 
this. vr 


Mills group seeks to expand partial 


liquidations and restrict spin-offs 


QO" LATEST INFORMATION from Wash- 
ington indicates that Chairman 
Mills of the House Ways and Means 
Committee aims to push through the 
current session of the House the Mills 
Advisory Group revisions to Subchapter 
C. This may seem a rather ambitious 
goal in view of the limited time avail- 
able, but it serves to point up the de- 
sirability of becoming familiar with the 
major changes recommended. Our con- 
tributing writers have previously com- 
mented on Group’s recommendations on 
Sections 305, 306, 341 and 382. In this 
issue we will touch upon the recom- 
mendations on partial liquidations and 
spin-offs. 

It is somewhat strange that the prac- 
tical impact of the proposed changes 
of the Mills Advisory Group is to 
broaden and expand the scope of Sec- 
tion 346 (partial liquidations) but to 
narrow and restrict the application of 
Section 355 (spin-offs). The 1954 Code 
had taken a large step toward co- 
ordinating the operation of Section 346 
and 355 by including in each a require- 
ment that the portion of the business 


by RICHARD L. GREENE 


liquidated (Section 346) or spun-off (Sec- 
tion 355) be a separate trade or business 
which had been actively conducted by 
the corporation for at least five previous 
years. The desirability of such coordina- 
tion is not entirely clear since the com- 
mercial and economic aspects of the two 
types of transactions differ so widely. 
Nevertheless corporate stockholders have 
been compelled to live with this often 
difficult and harsh requirement which 
has served to defeat many a partial liqui- 
dation and a spin-off. 

Now comes the Advisory Group five 
years later with the general proposition 
that Section 355 be more fully co- 
ordinated with Section 346. The statu- 
tory technique proposed for this ques- 
tionable goal is to limit the application 
of Section 355 to those cases where the 
fair market value of the stock or securi- 
ties distributed is not less than 20% or 
more than 80% of the net worth of the 
distributing corporation. Assuming some 
patent justification for such a restriction 
in the case of partial liquidations (as 
proposed in Section 346 (c)), many tax 
men agree that it is neither necessary 
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nor logical in the case of a spin-off dis- 
tribution. A more compelling and prac- 
tical objection, we think, is that the ap- 
plication of this mathematical require- 
ment may be difficult, tedious and costly 
because of the necessity of making ac- 
curate valuations of the distributed 
assets and of the entitre net worth. The 
valuation quagmire of closely held busi- 
nesses is so well known that such a pro- 
posal from a group of outstanding tax 
experts is indeed surprising. 

Some tax attorneys have even sug- 
gested that this valuation restriction may 
make it difficult, if not impossible, to 
secure advance rulings on spin-offs be- 
cause of the general unwillingness of the 
Internal Revenue Service to make rul- 
ings on valuation questions. 

Since Section 355 was enacted five 
years ago most taxpayer's representatives 
have found the application of the law 
is so restricted and subject to so many 
difficult conditions that relatively few 
spin-offs will qualify or receive a favor- 
able ruling. The Regulations have added 
further restrictons and have served to 
discourage many commercially sound 
and desirable separations. The proposal 
of the Advisory Group, which is based 
on the desirability of further conformity 
with Section 346, appears to be entirely 
unnecessary and undesirable. The 
present restrictions have proved to be 
more than adequate to prevent tax avoid- 
ance and abuse by the spin-off route. 
Plainly the relative size of the assets to 
be distributed has no logical relation- 
ship to the necessity or desirability of a 
spin-off. That is even more evident 
in this era of multi-business corpora- 
tions, where a single company may 
operate ten or twenty divisions, each 
representing less than 20% of the net 
worth of the entire corporation. 

The Advisory Committee has also pro- 
posed an escape provision from the 20%, 
requirement, under which the Secretary 
or his delegate could waive the require- 
ment, where it is established to his satis- 
faction that the distribution is not pur- 
suant to a plan having a principal pur- 
pose of avoidance of Federal income tax. 
Plainly this statutory exception would 
only produce more uncertainty in the 
application of the section and give the 
Commissioner another club in addition 
to the one he already wields over the 
spin-off law. An American Bar Associa- 
tion Taxation Section Subcommittee has 
concluded the change would destroy the 
usefulness of Section 355 to a large de- 
gree; most tax men will heartily agree. 
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In marked contrast to the foregoing 
restriction to Section 355, the Advisory 
Group has proposed a salutory amend- 
ment to Section 346 which would serve 
to make it more workable and useful in 
the field of partial liquidation. 

Experience of some five years since 
the enactment of Section 346 has shown 
it is not an easy statute to apply or 
construe. Like Section 302(b)(1) (per- 
taining to straight redemptions) it 
starts up a vague and general rule (with 
conflicting judicial origins) of capital 
gain where the distribution is “not es- 
sentially equivalent to a dividend.” 
Recognizing the difficulties of adminis- 
tration, it then sets up a semi-automatic 
provision for capital gain treatment 
where the distribution is attributable to 
the termination of a business which had 
been actively conducted for five years 
prior to the distribution, if after the dis- 
tribution the corporation continues to 
conduct a business in which it had also 
been engaged throughout the same five 
year period. 

The Advisory Group Report on Sub- 
chapter C observed that many persons 
felt that Section 346 was too restrictive 
in requiring a complete termination of a 
business which was separate from the 
corporation’s remaining business. Even 
more restrictive is the present require- 
ment that the terminated business and 
the continuing business each had to be 
conducted by the corporation for at least 
five years before the liquidation. Many 
a legitimate liquidation was prevented 
by the double conditions of separate 
business and the arbitrary 5-year rule. 

Accordingly the Advisory Group has 
proposed a new Section 346(d) which 
would initiate a liberal and simple “re- 
duction of business” test. This new pro- 
vision, which would be in addition to 
the “termination of active business” rule, 
should have much wider application. 
Basically, the reduction of business test 
would require only: (a) a distribution 
attributable to the reduction by the 
corporation of active business, (b) dis- 
tribution made within a reasonable time 
after such reduction, (c) that the value 
of the distributed property, including 
cash, is equal to at least 50% of the 
value of all the net assets prior to the 
distribution, (d) and that after the dis- 
iribution the corporation continues to 
be engaged in active business. 

The concept of corporate contraction 
has long been a prime ingredient of a 
partial liquidation entitled to capital 
gain treatment. Under the pre-1954 law 
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it unfortunately lead to litigation since 
it was seldom the sole and controlling 
factor. Section 346 of the 1954 Code 
tightened the law by permitting a com- 
plete termination of a separate five year 
conducted business to qualify but left 
other business contractions under the 


vague rule of “not essentially equivalent 
to a dividend.” Now at last a corporate 
contraction may soon be construed in its 
normal and natural meaning of a simple 
reduction of business, and if adopted, 
Section 346 should become a very useful 
and workable tax law. tt 


Courts wrongly permit boot in old-law 


reorganizations; 1954 rules clouded 


by THOMAS J. DONNELLY 


When an exchange is planned to be taxfree as a reorganization is it possible to 


have cash boot, too? The Tax Court’s recent Turnbow decision held that it was 


and while that case was decided under the 1939 Code it does raise disturbing ques- 


tions about the meaning of the language in the 1954 Code. Mr. Donnelly believes 


that the Tax Court erred and that the changes made in the language of the 1954 


Code should make it easier for the courts now to come to the correct answer: that 


the boot provisions apply to the definition of exchange but not to a reorganization. 


{ni Tax Court's DECISION in Turn- 
bow (32 TC No. 57) held that a 
stock-for-stock acquisition was a taxfree 
exchange even though boot was received 
(of course, gain was taxed to the extent 
of the boot). The transaction involved 
was a typical one and the decision raises 
the hopes of some taxmen that a new 
and very attractive type of exchange 
might now be possible. Unfortunately a 
close analysis of this case and of the 1954 
Code shows that the hope has little 
chance of realization. 

Turnbow, in the year 1952, exchanged 
all of the stock of International Dairy 
Supply Co. for stock of Foremost Dairies, 
Inc. (market value $1,235,625) and 
$3,000,000 cash. The Commissioner de- 
termined that the transaction was not 
a reorganization under Code Section 
112(g)(1)(B)! for the reason that the 
“solely for stock of the acquiring corpo- 
ration” test was not met, and that there- 
fore the nonrecognition of gain provi- 
sions of Section 112(b)(3)? did not apply. 
The Tax Court, however, chose to read 
the boot provisions of Section 112(c)(1)% 
as authorizing it to eliminate the cash in 
determining whether the “solely” re- 
quirement of the definition of reorgani- 
zation in Section 112(g)(1)(B) was met, 
after which it arrived at the logical con- 
clusion that the transaction was a re- 
organization, and that gain recognition 
was limited to the $3,000,000 cash boot 
received in the exchange. 


In so doing, the court did not dis- 
cuss the fact that the boot section, Sec. 
tion 112(c)(1) refers only to “exchanges 
that would be within the provisions of 
subsection (b) . . . (3)” and does not 
refer at all to the definition of re 
organization in Section 112(g)(1). But, 
to qualify as a taxfree exchange, stock 
for stock, under Section 112(b)(3) the 
transaction must, that section says, first 
be a reorganization as defined in 112(g). 
Thus, if the Tax Court is right in the 
reasoning it used in Turnbow and it 
is possible to eliminate all the boot in 
determining whether there is a reorgani- 
zation, it would be possible to have a 
reorganization where only one share of 
stock is given in the exchange. It is 
hard to believe Congress intended these 
provisions to be so applicable. 

The decision immediately raises ques 
tions about the meaning of the some- 
what similar provisions of the 1954 
Code. If, in a year governed by the 
new Code, cash or other property is 
given in addition to voting stock in ex- 
change for stock representing control of 
the acquired corporation or for sub- 
stantially all the properties of the ac 
quired corporation, does the transaction 
still qualify as a reorganization under 
1954 Code Section 368? The Congres- 
sional Committee reports on Section 368, 
as well as the intent of Congress which 
may be gleaned from other sections of 
the Code, seem to indicate that it does 
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not still qualify. The Tax Court in the 
Turnbow case relied on what seemed 
to it to be the apparent acquiescence 
of Congress to the construction the Com- 
missioner gave the applicable 1939 Code 
provisions in Regulations 118, Section 


39.112(g)(4). 
The Turnbow decision is in line with 


Howard, (238 F2d 943). In the Howard 
case 80.19% of the stock of the one 
corporation was acquired solely for stock 
in another corporation, and the balance 
of the shares were acquired for cash. 
The Seventh Circuit held that the boot 
provisions of Section 112(c) (1) applied, 
and that the transaction was a 112(g)(1) 
(B) reorganization even though the 
“solely” requirement was not met. In 
the course of its opinion the court held, 
following Southwest Consolidated Corp., 
(1942) (315 U.S. 194), that where any 
portion of the stock acquired was in con- 
sideration of something other than vot- 
ing stock, the requirements of the defini- 
tion of a reorganization in Section 112 
(g)(1)(B) are not satisfied. But the court 
then turned about completely in con- 
cluding that the boot provisions of 
112(c)(1) applied, that there was a good 
reorganization and that Section 112(b)(3) 
(exchange of stock-for-stock in a re- 
organization) therefore was applicable. 
It limited the taxable gain to the amount 
of the boot received, which in the case 


11989 Code. Section 112(2)(1)(B) says in part 
“.. . (g) DEFINITION OF REORGANIZA- 
TION.—As used in this section (other than sub- 
section (b)(10) and subsection (1)) and in sec- 
tion 118 (other than subsection (a) (22))— 

(1) The term “reorganization” means (B) the 
acquisition by one corporation, in exchange sole- 
ly for all or a part of its voting stock, of at 
least 80 per centum of the voting stock and at 
least 80 per centum of the total number of 
shares of all other classes of stock of another 
corporation, ... .” 

21939 Code. Section 112(b)(3) says: 

“(83) STOCK FOR STOCK ON REORGANI- 
ZATION.—No gain or loss shal! be recognized if 
stock or securities in a corporation a party to 
& reorganization are, in pursuance of the plan 
of reorganization, exchanged solely for stock or 
securities in such corporation or in another 
corporation a party to the reorganization.” 
#1939 Code. Section 112(c)(1) says: 

“(1) If an exchange would be within the pro- 
visions of subsection (b) (1), (2), (3), or (5), 
or within the provisions of subsection (1) of this 
section if it were not for the fact that the 
property received in exchange consists not only 
of property permitted by such paragraph or by 
subsection (1) to be received without the recog- 
nition of gain, but also of other property or 
money, then the gain, if any, to the recipient 
shall be recognized, but in an amount not in 
excess of the sum of such money and the 
fair market value of such other property.” 

*1954 Code. Section 351(b) says: 

_“(b) RECEIPT OF PROPERTY.—If subsec- 
tion (a) would apply to an exchange but for the 
fact that there is received, in addition to the 
stock or securities permitted to be received 
under subsection (a), other property or money. 
then—(1) gain (if any) to such recipient shall 
be recognized, but not in excess of— (A) the 
amount of money received, plus (B) the fair 
market value of such other property received ; 
= no loss to such recipient shall be recog- 
nized.” 

51954 Code. Section 356(a) says: 

“(1) RECOGNITION OF GAIN.—If— (A) 
section 354 or 355 would apply to an exchange 
but for the fact that (B) the property received 
in the exchange consists not only of property 
permitted by section 354 or 355 to be received 


of the petitioners in Howard, was zero. 

The court thus. viewed the definition 
of, a stock-for-stock exchange in Section 
112(b)(3) after.omitting the cash pay- 
ment from the transaction and held a 
reorganization occurred, but failed to 
explain why the boot provisions of Sec- 
tion 112(c)(1) should be applied in de- 
termining whether the reorganization 
definitions of Section 112(g)(1)(B) apply. 
It is difficult to justify the applicability 
of the exchange provisions of Section 
112(b)(3) unless there is first a reorgani- 
zation strictly within the definition of 
112(g)(1)(B). And unless the exchange 
provision of 112(b)(3) apply in the first 
instance, the special rules for boot in 
112(c)(1) cannot conceivably be opera- 
tive. 


Regulations not in accord 


The Tax Court in Turnbow relied on 
Luther Bonham, 33 BTA 1100, the re- 
enactment of the provisions of Section 
112(c)(1) in Section 351(b)* of the 1954 
Code, and the apparent acquiescence of 
Congress to the Commissioner’s Regula- 
tions under Code Section 112(c)(1). This 
reorganization occurred prior to 1934, 
when the reorganization definition did 
not limit the consideration acquiring 
corporation could give solely for stock. 

The Regulations seem to provide little 
support for this position. They require 


without the recognition of gain but also of 
other property or money, 

then the gain, if any, to the recipient shall be 
recognized, but in an amount not in excess of 
the sum of such money and the fair market 
value of such other property. 

“(2) TREATMENT AS DIVIDEND.—If an 
exchange is described in paragraph (1) but has 
the effect of the distribution of a dividend, then 
there shall be treated as a dividend to each 
distributee such an amount of the gain recog- 
nized under paragraph (1) as is not in excess 
of his ratable share of the undistributed earn- 
ings and profits of the corporation accumulated 
after February 28, 1913. The remainder, if any, 
of the gain recognized under paragraph (1) 
shall be treated as gain from the exchange of 
property.” 
®1954 Code. Section 354(a)(1) says: 

“(1) IN GENERAL.—No gain or loss shall be 
recognized if stock or securities in a corpora- 
tion to a party to a reorganization are, in pur- 
suance of the plan of reorganization, exchanged 
solely for stock or securities in such corporation 
or in another corporation a party to the re- 
organization. 

71954 Code. Section 361(b) says: 

“(1) GAIN.—If subsection (a) would apply 
to an exchange but for the fact that the prop- 
erty received in exchange consists not only of 
stock or securities permitted by subsection (a) 
to be received without the recognition of gain, 
but also of other property or money, then— 
(A) if the corporation receiving such other prop- 
erty or money distributes it in pursuance of 
the plan of reorganization, no gain to the 
corporation shall be recognized from the ex- 
change, but (B) if the corporation receiving 
such other property or money does not dis- 
tribute it in pursuance of the plan of reorganiza- 
tion, the gain, if any, to the corporation shall 
be recognized, but in an amount not in excess 
of the sum of such money and the fair market 
value of such other property so received, which 
is not so distributed. 

“*(2) Loss.—If subsection (a) would apply to 
an exchange but for the fact that the prop- 
erty received in exchange consists not only of 
property permitted by subsection (a) to be re- 
ceived without the recognition of gain or loss, 
but also of other property or money, then no 
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[Thomas J. Donnelly, Jr. is an attorney 
with the Chicago law firm of Dallstream, 
Schiff, Hardin, Waite & Dorschel. He 
served as a special trial attorney in the 
Internal Revenue Regional Counsel's 
office in Milwaukee for several years.] 





a reorganization as a condition to the 
applicability of the boot provision, Sec- 
tion 112(c)(1), as does the statute. The 
example given in the Regulation would 
logically apply only in merger, consoli- 
dation or recapitalization situations, 
since the boot demonstrated in the ex- 
ample would be a bar to the applicabil- 
ity of the definition of a reorganization. 


1954 changes 


Section 112(c)(1), the boot provision, 
was reenacted, in part, in Section 356(a)5 
of the 1954 Code. However, the differ- 
ences between the language of the 1954 
Code and that of the 1939 Code are such 
that the scope of the boot provisions 
is clearer now than previously. If the 
Turnbow case had arisen under the 1954 
Code, the decision would have been less 
likely to go contrary to the intent of 
Congress. The new boot provision, Sec- 
tion 356(a), contains a specific reference 
to a Section 354(a),6 which, as successor 
to Section 112(b)(3), makes a stock-for- 
stock exchange in reorganization tax 
free. Furthermore, the treatment by Con- 


loss from the exchange shall be recognized.” 
81954 Code. Section $68(a)(1)(B) says in part: 

“(1) IN GENERAL.—For purposes of parts 
I and II and this part, the term “reorganization” 
means— ... (B) the acquisition by one corpo- 
ration, in exchange solely for all or part of its 
voting stock, of stock of another corporation if, 
immediately after the acquisition, the acquiring 
corporation has control of such other corporation 
(whether or not such acquiring corporation had 
control immediately before the acquisition).”’ 
©1954 Code. Section 368(a)(1)(C) says in part: 

“(1) IN GENERAL.—For purposes of parts 
I and II and this part, the term “reorganiza- 
tion’”” means— 

P . (C) the acquisition by one corporation, 
in exchange solely for all or a part of its 
voting stock (or in exchange solely for all or a 
part of the voting stock of a corporation which 
is in control of the acquiring corporation), of 
substantially all of the properties oi: anvther 
corporation, but in determining whether the ex- 
change is solely for stock the assumption by the 
acquiring corporation of a liability of the 
other, or the fact that property acquired is 
subject to a liability, shall be disregarded.” 

10 1954 Code. Section 368(a)(2)(B) says: 

“(B) ADDITIONAL CONSIDERATION IN 
CERTAIN PARAGRAPH (1) (C) CASES.—IF— 

(i) one corporation acquires substantially all 
of the properties of another corporation, 

(ii) the acquisition would qualify under para- 
grap (1) (C) but for the fact that ihe 
acquiring corporation exchanges money or ther 
property in addition to voting stock, and 

(iii) the acquiring corporation acquires, solely 
for voting stock described in paragraph (1)(C), 
property of the other corporation having a fair 
market value which is at least 80 per cent of 
the fair market value of all of the property of 
the other corporation, 
then such acquisition shall (subject to sub- 
paragraph (A) of this paragraph) be treated as 
qualifying under paragraph (1) (C). Solely for 
the purpose of determining whether clause (iii) 
of the preceding sentence applies, the amount of 
any liability assumed by the acquiring corpora- 
tion, and the amount of any liability to which 
any property acquired by the acquiring corpora- 
tion is subject, shall be treated as money paid 
for the property. 
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gress of old Section 112(d), dealing with 
boot received by a corporation, in its 
new form as Section 361(b)? casts further 
light on the intention of Congress. 

Section 354(a) requires an exchange, 
to be tax free, be of stock solely for stock 
in the acquiring corporation and that 
the exchange be in pursuance of a plan 
of reorganization. Section 356(a) pro- 
vides that if Section 354 would apply but 
for the fact that cash or other property 
is received in the exchange, gain will be 
recognized only to the extent of the boot 
received. Again it is apparent that the 
receipt of boot in a merger, consolida- 
tion or recapitalization is within Section 
$56(a) in any case, but a question similar 
to the one presented in Turnbow and 
Howard still turns up in Section 368(a) 
(1)(B) and (C) reorganizations. 

In the Committee Reports on Section 
$68 of the 1954 Code, doubt was ex- 
pressed that the benefits of a B-type, 
stock for control, reorganization under 
Section 112(g)(1) of the 1939 Code could 
be obtained by a corporation which 
owned some of the stock of a corpora- 
tion in which it intended to acquire con- 
trol in exchange for its voting stock. At 
that time it was the expressed view of 
Congress that under that Section 112(g) 
(1)(B) the acquisition of control solely 
for voting stock was essential. New Sec- 
tion 368 clarified the matter by provid- 
ing that all that is required is that 
control exist immediately after acquisi- 
tion. In this way Congress expressed the 
essentiality of the “solely” requirement 
in a Section 368(a)(1)(B)§ reorganization. 

Still more significant are the provi- 
sions of Sections 361(a) (nonrecognition 
of gain, property for securities) and 361 
(b) (corporations receiving boot) as they 
relate to the definition of a C reorganiza- 
tion (stock for property) in Section 
$68(a)(1)(C)® and a B reorganization 
(stock for control) in Section 368(a)(2) 
(B). Section 361(a) covers a situation 
where prope.:y is acquired solely for 
stock or securities in another corporation 
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a party to the reorganization. Section 
361(b) is similar to Sections 351(b) and 
356(a) in providing for nonrecognition 
under 361(a) even though the exchange 
is not solely for stock or securities per- 
mitted by Section 361(a) to be received. 
Congress nevertheless enacted Section 
368(a)(2)(B)!© giving special rules when 
extra consideration is received in a C 
reorganization, by providing that 368(a) 
(1)(C), the stock for property reorganiza- 
tion section, will apply even though 
only 80%, of the properties are acquired 
solely for stock in certain cases. It is 
apparent that this provision is complete 
surplusage if, by operation of Section 
361(b), the transaction could have been 
viewed under 361(a) without considering 
the other property in determining if 
there is an effective 368(a)(1)(C) re- 
organization. It seems to be clear that 
Congress intended no such construction, 
at least in Section 368(a)(1)(C) cases, 
and there is no cause to believe its in- 
tent differs in cases arising under sub- 
section (B) of that Section. At least a 
valid reason for a different construction 
is not at all apparent. 

The construction to be given cases on 
the facts of Turnbow and Howard under 
the 1954 Code still remains unanswered. 
It is submitted that there is ample au- 
thority for a result different from that 
reached under the 1939 Code. It appears 
doubtful that Congress ever intended 
the result of Turnbow and Howard, 
and it is rather apparent that the 
Supreme Court did not have such a re- 
sult in mind by its decision in Southwest 
Consolidated Corp., supra. From the ex- 
pressions of Congress in Section 368(a) 
(2)(B) it seems clear that it is under the 
impression that Sections 351(b), 356(a) 
or 361(b) have not the effect of vitiating 
the rigid provisions of Section 368 relat- 
ing to the requirements for reorganiza- 
tion and it is submitted that it is not 
the prerogative of the courts to tamper 
with the dictates of Congress without 
some justification in the Code itself. * 


New corporate’ decisions this month 





Note given sole stockholder on incorpo- 
ration not intended to be debt. Taxpay- 
er corporation, which took over a sole 
proprietorship from its stockholder, 
issued to him a demand note for $200,- 
000 in payment for certain of the assets 
transferred. The court finds that at the 
time the note was issued, the stockholder 
did not intend to enforce payment by 


his corporation if by so doing the corpo- 
ration would be at all inconvenienced. 
It holds no valid indebtedness existed 
and taxpayer is therefore not entitled 
to deduct accrued interest on the notes. 
However, an accrual of rental expense 
on property leased from its more-than- 
50% stockholder is held deductible by 
taxpayer even though no payment was 


made within 214 months. The stock. 
holder is considered as being in con. 
structive receipt of the rental since he 
was in sole control of the corporation, 
and the accruals were subject to his un. 
qualified demand. Kruse Grain Co., 
TCM 1959-110. 


Advances to corporation held to be con. 
tributions to capital. Taxpayer pur. 
chased a controlling interest in a corpo. 
ration which owned the patents on twin 
parking meters. Advances by taxpayer 
to the corporation over the years to en- 
able it to meet its operating needs are 
found on the facts to have been capital 
in nature rather than loans. Accordingly, 
the deduction for worthlessness of tax- 
payer's investment is held governed by 
the provisions relating to capital assets 


‘rather than by the bad debt provisions. 


American-LaFrance-Foamite Corp., 
TCM 1959-101. 


Reorganization under Chapter X of 
Bankruptcy Act qualifies as tax-free. The 
acquisition by a corporation in exchange 
solely for its voting stock of the newly 
issued stock of an insolvent corporation, 
pursuant to a plan of reorganization un- 
der Chapter X of the Bankruptcy Act, 
qualifies as a tax free reorganization, 
where the general creditors receiving 
stock of the acquiring corporation are in 
reality owners of the equity in the insol- 
vent corporation. Furthermore, the satis 
faction of the creditors’ claims does not 
require any reduction in the basis of the 
corporate property since the substitution 
of stock for the unsecured claims does not 
effect a reduction or discharge of indebt- 
edness, but amounts to a transformation 
of the debt to a stock liability. Rev. Rul. 
59-222. 


Withdrawals by stockholders were capi- 
tal reductions not loans [Acquiescence]. 
Although one of taxpayer’s stockholders 
issued a note to it for amounts the cor- 
poration paid to it, the court concludes 
that the transaction was not a loan and 
taxpayer need not accrue interest at the 
rate specified in the note. Equity capital 
was withdrawn and later reinvested. 
Wilbur Security Co., 31 TC No. 92, acq., 
IRB 1959-21. 


Stockholders have dividend on sale of 
stock. The taxpayers were shareholders 
of a corporation which was formed in 
1947 to acquire war surplus tankers from 
the Government. The shareholders con- 
sisted of three groups: high government 
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officials (taxpayer Dudley is the widow of 
Secretary of State Stettinius) a group of 
experienced shipping men and the pro- 
moters who managed the business. A pur- 
chase of several tankers was financed 
through loans of some $10,000,000 made 
by Metropolitan Life Insurance Com- 
pany to the corporation under an agree- 
ment which prohibited the corporation 
from acquiring additional tankers, al- 
though three more had been offered. A 
foreign firm was eager to obtain these 
tankers to use them to carry oil from the 
Persian Gulf to China. In order to cir- 
cumvent the loan restrictions, the tax- 
payers formed a new corporation which 
acquired the ships. The stockholders of 
the new corporation were substantially 
the same as those of the old. The foreign 
firm then bought all of the stock of the 
new corporation and thereby acquired 
control of the tankers, which were sub- 
chartered ultimately to a branch of the 
Nationalist Government of China. Tax- 
payers reported their profits as capital 
gain from the sale of securities. The Tax 
Court, invoking the doctrine of substance 
over form, holds that they received a divi- 
dend. It reasoned that, as to the taxpay- 
ers, the new corporation must be disre- 
garded since it did not really serve any 
business purpose other than to acquire 
title to property. The Court treated the 
transaction as though the original corpo- 
ration had acquired and sold the tankers 
and then distributed the profits to its 
stockholders. Dudley, 32 TC No. 50. 


Boot doesn’t disqualify exchange other- 
wise tax free; departure from Regula- 
tions scored. Taxpayer exchanged his 
stock for stock of another corporation 
plus $3,000,000 in cash. He argued that 
the Code and the Regulations treat the 
exchanges as tax-free but because of the 
receipt of boot recognize gain to that ex- 
tent. The court agrees noting that this 
is the clear provision of the Code for 
many years, that courts have so held and 
the Regulations have concurred even to 
the extent of containing an illustration 
of a case like this. The court notes that 
the Commissioner in this case offered no 
explanation for his departure from long 
standing regulations. [See comment page 
138.—Ed.] Turnbow, 32 TC No. 57. 


No tax-free reorganization; no continu- 
ity of interest. Taxpayer corporation 
upon creation issued its stock for the net 
assets of a corporation in financial diffi- 
culty; it gave the principal creditor a 
mortgage to secure his claims. The in- 


solvent corporation then transferred its 
sole asset, taxpayer’s stock, to the 
creditor who in turn transferred it to a 
group of former employees of the prede- 
cessor company. Taxpayer had been, or- 
ganized specifically for this reorganiza- 
tion which was arranged outside the 
courts. Taxpayer contends that the 
principal creditor was in effect the 
equitable owner of the predecessor’s 
stock because of the predecessor’s ob- 
vious insolvency and that the continuity- 
of-interest test was satisfied when the 
creditor acquired taxpayer's stock, even 
if only momentarily. The court finds 
that there was no tax-free reorganiza- 
tion. The creditor never acquired a 
proprietary interest in the predecessor 
since insolvency proceedings were never 
begun. And even if a proprietary in- 
terest had been acquired, the creditor 
did not have control of taxpayer imme- 
diately after the exchange. The entire 
transaction must be viewed as a whole. 
Eventual transfer to the employees was 
the sine qua non of the transaction. 
Maine Steel Inc., DC Me., 6/23/59. 


*Stockholder obligated to pay corpora- 
tion’s expense can’t deduct it. The FHA 
refused to approve a housing project to 
be constructed by taxpayer’s controlled 
corporation if the land rent exceeded 
$9,000 a year. The landowners de- 
manded $12,000. Taxpayer thereupon 
agreed to pay the $3,000-a-year differen- 
tial himself for 35 years. The District 
Court held that the $3,000 is not de- 
ductible. Even if the taxpayer can be 
considered to be in the business of man- 
aging and promoting housing projects, 
this was a capital contribution, not a 
business expense; it was a prerequisite 
of going into the business. Moreover, 
the obligation is independent of tax- 
payer’s connection with the corporation 
and, therefore, the payment is not a 
cost of obtaining income from the corpo- 
ration. This court affirms. Rittenberg, 
CA-5, 6/16/59. 


Ordinary income on proceeds of sale 
of stock; was allocable to dividends. 
Taxpayers owned prior preference stock 
in a parent company which was under- 
going a bankruptcy reorganization. Its 
subsidiary was to transfer new common 
stock plus a cash dividend thereon to 
the parent in exchange for the old com- 
mon held by the parent. Then the 
parent was to distribute the new sub- 
sidiary common plus the cash to its 
security holders for their securities. 
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Upon consummation of the plan, the 
parent was to be completely dissolved. 
Had taxpayers participated in the plan, 
they would have received a cash divi- 
dend of $103,000. Instead, they sold 
their stock to a third party, and realized 
a gain of $468,000 which they reported 
as long-term capital gain. The court up- 
holds the Commissioner‘s contention 
that $103,000 must be reported as ordin- 
ary income. After the date set for dis- 
tribution, the parent ceased to exist as 
an operating company, and its stock 
represented merely a right to other 
property. The plan of liquidation did 
not provide for payment of the dividend 
to the parent’s stockholders as such and 
cash received by stockholders who had 
exchanged their shares cannot be said to 
be property received in liquidation of 
the parent. Consequently, if taxpayers 
had made the exchange, the dividends 
received would have been taxable as 
ordinary income. Consideration received 
from the sale of a right to ordinary in- 
come is taxable as ordinary income. 
Brundage, DC IIl., no date reported. 


Stockholders have ordinary income upon 
redemption of stock. A corporation was 
formed to construct military housing 
rental projects under the Wherry Act on 
land on which it had a 75-year lease. 
About eighteen months after the corpora- 
tion began receiving rents, it redeemed 
part of taxpayer's stock. The court notes 
that other stockholders of this corpora- 
tion had contested the Commissioner’s 
treatment of the corporation as collapsi- 
ble and that it had upheld the Commis- 
sioner (Bryan, 32 TC No. 10). The Tax 
Court again holds that the corporation 
was collapsible, that taxpayer received 
ordinary income. Weaver, 32 TC No. 40. 


Construction firm deemed collapsible. 
A cash distribution by a corporation and 
the gain on the later sale of its stock by 
the taxpayers are held to be ordinary in- 
come because the corporation was col- 
lapsible. The court finds that the taxpay- 
ers long sought to have the corporation 
distribute to them the excess of the pro- 
ceeds of an FHA mortgage over actual 
construction costs. Because of this earlier 
motive, the Tax Court is not moved by 
taxpayers’ contention that the distribu- 
tion and sale were caused by their inabil- 
ity to get along with each other. Further 
it was shown that there had been dis- 
agreement before construction was com- 
pleted. In determining whether 70% of 
the taxpayers’ gain was attributable to 
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constructed property, any increase in the 
value of land resulting from the antici- 
pated development is to be so attributed. 
Mintz, 32 TC No. 61. 


Ordinary gain upon transfer of real es- 
tate to controlled corporation (Old Law). 
Taxpayer mortgaged land and buildings 
for an amount in excess of his cost for the 
property. He later transferred the prop- 
erty to a wholly-owned corporation which 
issued additional stock to him and as- 
sumed his mortgage. The Tax Court 
holds under the 1939 Code that the gain 
on the exchange is recognized up to the 
amount of the mortgage assumed. When 
Congress changed the law to permit as- 
sumption of liabilities in a taxftee ex- 
change it specifically provided that to be 
so treated the assumption must not be 
merely to avoid tax. Even though the 
burden of proof here lay on the Commis- 
sioner, (he raised the issue in the Tax 
Court) the court finds that taxpayer’s 
principal purpose was to avoid a tax on 
the excess of the mortgage over the cost 
of the property. The gain is ordinary in- 
come because the 1939 Code denied capi- 
tal gain on sale of depreciable property 
by an 80% stockholder to his corpora- 
tion. [1954 Code provides that assump- 
tion of liability by a controlled corpo- 
ration is recognized gain.—Ed.] Weaver, 
32 TC No. 40. 


Tax on exchange of mortgaged farms. 
Taxpayers exchanged their respective 
farm properties consisting of farm lands, 
buildings, personal residences, and un- 
harvested crops. Each of the properties 
was encumbered by a substantial mort- 
gage which was assumed by the taxpayer 
receiving it. The Service holds: (1) the 
exchange of unencumbered farm lands, 
buildings, and unharvested crops is a 
nontaxable exchange of “like property”; 
(2) should the mortgages reciprocally 
assumed not cancel each other, any gain 
resulting from such assumption is tax- 
able as boot (under Section 1031), loss is 
not recognized under that section; (3) 
the exchange of the personal residences 
(with mortgages thereon) is to be treated 
as a separate transaction; it may qualify 
for nonrecognition of gain on sale and 
replacement of a residence. Rev. Rul. 
59-229. 


Corporate exchange in redemption of 
own stock, initiated by stockholder, was 
a partial liquidation [Acquiescence}. 


Taxpayer, a closely held corporation, 
agreed to give a former employee shares 
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of stock which it held as an investment 
for 5% of its stock which he owned. The 
employee had long sought to dispose of 
his stock to diversify his own invest- 
ments. The company treated the trans- 
action as a partial. ‘liquidation. The 
Commissioner argued that it was a sale, 
and that capital gain was realized. The 
court held for the taxpayer. The fact 
that there was no genuine contraction 
of taxpayer’s business is deemed to be 
immaterial under 1939 Code Section 
115(i) defining a partial liquidation. 
This distribution, being in cancellation 
of part of the stock, qualifies as a partial 
liquidation. Union Starch & Refining, 
31 TC No. 106, acq., IRB 1959-25. 


Construction company collapsible; sur- 
plus ef mortgage funds was foreseen. 
A distribution by a building construc- 
tion corporation of surplus FHA mort- 
gage proceeds prior to any realization of 
net income was held by the Tax Court to 
be taxable as gain from the sale or ex- 
change of stock in a collapsible corpora- 
tion. The fact that, at the time that the 
mortgage loan was applied for, the cor- 
poration did not know or believe the 
proceeds would exceed the construction 
costs was considered of no particular sig- 
nificance as long as a distribution was 
contemplated “unconditionally, condi- 
tionally, or as a recognized possibility.” 
However, the Tax Court concluded that, 
due to the builder’s experience, the ex- 
cess was, in fact, foreseen. Taxpayers’ 
further contention that at least 30% of 
the gain to them on distribution was at- 
tributable to appreciation in the value of 
the land “apart from building construc- 
tion” was rejected on the ground that the 
surplus mortgage fund was available only 
because of the construction and there- 
fore was entirely attributable to the prop- 
erty constructed. The Tax Court is af- 
firmed. August, CA-3, 6/12/59. 


$7,500 to 50% stockholder was reason- 
able compensation. Annual compensa- 
tion of $7,500 accrued by a corporation 
developing a tract of land, to a 50% 
stockholder, who was an experienced real 
estate developer, is deemed reasonable. 
In reaching its conclusion the court con- 
sidered the stockholder’s experience, his 
services to the corporation, and compar- 
able salaries in his field of activities. The 
court also notes that the corporate sur- 
plus for each of the two years involved 
was $13,800 and $23,400, and that no 
dividends were ever declared or paid. 
River Lake Estates, Inc., TCM 1959-127. 


Stock redemption not essentially equiva. 
lent to a dividend. Surviving stockhold- 
ers, pursuant to an agreement, upon 
death of a stockholder first bought the 
stock from the deceased's estate and then 
immediately sold it to their company at 
the same price. The object of both the 
stockholders and the corporation was to 
prevent the stock from falling into the 
hands of widows, minors or outsiders, 
The corporation was also desirous of 
acquiring treasury stock that could be 
sold to key employees from time to time 
as the board of directors deemed it ad- 
visable. This objective was carried out, 
On the facts, the court finds the corpo- 
rate payments to the surviving stock- 
holders for the deceased stockholders’ 
shares were not distributions essentially 
equivalent to a dividend. Decker, 32 


‘TC No. 32. 


Redemption of stock in exchange for can. 
cellation of debt a dividend. Two broth- 
ers, equal stockholders in a corporation, 
were indebted to it in equal amounts. 
After the death of one, the corporation 
in 1950 cancelled the debts in exchange 
for all the preferred stock owned by the 
brothers. The Tax Court holds this re- 
demption was essentially equivalent to a 
dividend even though the corporation 
retained the redeemed stock in its treas- 
ury. The Court’s reasons are that there 
was no contraction of corporate business 
activity after the redemption, that divi- 
dend record of the corporation had been 
poor despite a substantial surplus, and 
no business purpose was served. Also, the 
proportionate interests in the corpora. 
tion were unchanged since the estate 
and the surviving brother owned the re- 
maining common stock equally. Heman, 
$2 TC No. 44. 


Pension liabilities assumed by stock- 
holders reduce their liquidation gain. 
A corporation voted two of its non-stock- 
holding officers irrevocable pensions for 
a period of years. Upon dissolution of 
the corporation shortly thereafter, the 
liquidating stockholders assumed the 
pension liability. The Service rules such 
assumption, to the extent of the com- 
muted value of the annuity, operates to 
reduce the gain or increase the loss to 
the stockholders upon the liquidation. 
Pension payments subsequently made by 


the former stockholders are not deduc- 


tible by them, nor can the corporation 
deduct in its final return the present com- 
muted value of the unpaid pensions. 
Rev. Rul. 59-228. 
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Tax advantages in the properly planned 


subdivision and sale of real property 


by HUGH F. PURVIS 


Long, learned and heavily footnoted papers have been written on the problems 


of the multi-million dollar real estate development and the myriad corporations it 


tends to spawn. Mr. Purvis here devotes his attention to the smaller developer, just 


as anxious to achieve capital gain, to use installment methods deferring tax until 


the cash comes in, to qualify under 1237 if possible, and in general to avoid tax 


trouble later by wise advance planning of his sales. 


= SUBDIVISION OF REAL property may 
be a specific venture or a continuing 
business, and may inciude anything from 
the platting and selling of a block of 
urban property, to the planning and 
developing of a large tract of acreage 
into a new community with its residen- 
tial section, shopping center, schools, 
churches and utilities. 

The first important tax principle to 
recognize is that the cost of the prop- 
erty includes not only the bare purchase 
price, but other expenditures incurred 
such as appraisal fees, brokers fees, com- 
missions, legal expenses for perfecting 
title, and such other expenses as by 
agreement the purchaser becomes obli- 
gated to pay. 


Taking title 

When the decision to subdivide prop- 
erty has been made, the question of tak- 
ing title to the property becomes para- 
mount. Is title to be taken in a corpora- 
tion, a partnership, a proprietorship, or 
a syndicate? To help resolve this ques- 
tion, matters of personal liability in- 
volved in the purchase of the property, 
the income tax consequences to the in- 
vestors, the length of time required for 
development of the property and the 
purposes for which the profits for the 
venture are to be used, all become fac- 
tors of prime importance. 

As there is generally a considerable 
time-lag between the purchase of the 
property and the sale of its subdivided 


units, it is important to consider treat- 
ment of the carrying charges during the 
development period. The carrying 
charges during this period may be capi- 
talized as cost, as it permitted in Section 
266, and by this means recovered at the 
time the property is sold. If the sub- 
dividers want to obtain immediate in- 
come tax benefits by deducting these ex- 
penses from their income each year dur- 
ing the development period, this can be 
done through the means of using a part- 
nership, or a syndicate under certain 
circumstances, or the use of a corpora- 
tion if it qualifies under Subchapter S$ 
of the Code. 

A Subchapter S election may become 
more desirable if the proposed regula- 
tions (Section 1, 1371-1(c)) become effec- 
tive as written. These proposed regula- 
tions permit an electing corporation to 
create a subsidiary, which opens the way 
for disposing of a type of income that 
might result in the loss of qualifications 
under Subchapter S. If an electing cor- 
poration found that its income from in- 
terest would exceed 20% of its gross in- 
come and thereby void its election, it 
would be a simple matter to create a sub- 
sidiary corporation and transfer the in- 
terest-bearing property to it. The income 
of the subsidiary would not be attribut- 
able to the parent, and thereby the elec- 
tion would be preserved. 

While still on the subject of a Sub- 
chapter S corporation for taking title to 
the property, let me point out some of 
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the pitfalls to keep in mind. Even 
though the corporation has no more 
than ten individual stockholders, you 
must be sure that no one resells a part 
of his stock, or puts any of it in trust, 
or moves to a community property state. 
Any of these events could disqualify the 
corporation for Subchapter S treatment. 

If the syndicate appears to be a de- 
sirable vehicle for the taking of title to 
the property, it is well to consider the 
differences between syndicates all the 
members of which make equal contribu- 
tions and those organized by a promoter 
who puts the deal together and invites 
associates who will make the financial 
contribution. For example, if a pro- 
moter of a syndicate invites two others 
to join as members and to put up the 
money necessary for the project he has 
a tax question to consider. If the syndi- 
cate agreement calls for each of them to 
have a 1% interest in the capital and to 
share profits and losses equally, the IRS 
will probably value the promoter’s capi- 
tal interest at 14 of the money paid in 
by the others and treat the receipt of the 
interest as compensation in that amount. 
This, of course, could be avoided if the 
syndicate agreement merely gave the 
promoter the right of participation in 
profits and losses without a financial in- 
terest in the capital contributed. 

In the acquisition of property, an in- 
vestor may become a dealer in real estate 
by going into a joint venture with a 
developer. This happened to an investor 
without his being aware of it. (Bausch- 
ard, 31 TC No. 89). 

In planning the vehicle for the taking 
of title to property thought should be 
given to the possibility that there may 
be improvements which are subject to 
depreciation. For example, after title 
was taken in the names of individuals 
(or a partnership) and a building erected, 
the land was transferred to a corporation 
in a tax-free transaction. The IRS ruled 
that the corporation was a separate tax- 
able entity and was not the first user of 
the property. Therefore, the corporation 
could not use the special accelerated de- 
preciation methods (Rev. Rul. 56-256 
1956-1 CB 129). 

In some parts of the country, sub- 
divisions of medium to large size gener- 
ally involve the acquisition of land 
through a small down payment to the 
owner of the property and a purchase- 
money mortgage providing for partial 
release of the land as payments are 
made on the mortgage. These release 
arrangements generally specify the order 
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[Mr. Purvis, a CPA and a member of 
Pentland, Purvis, Keller & Company, is 
at the firm’s Miami office. This article is 
based on a paper given by him at the 
Fourteenth Annual Tax Conference of 
the University of Miami.] 
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in which various lots or sections may be 
released to the purchaser. Mortgages are 
often given that carry no personal liabil- 
ity of the purchaser. 

After title has been taken, there is 
often consideration of using separate 
operating units for several phases of the 
work to be done. Probably the most 
common separate operating unit would 
be a management and sales organiza- 
tion, another would be a building corpo- 
ration. These phases of activity are dif- 
ferent in nature and their separation 
will generally be found to be desirable 
for operating reasons, as distinguished 
from mere tax-saving. The use of multi- 
ple corporations is always to be consid- 
ered carefully because much tax can be 
saved if operations can be split off into 
corporate units taxed at only 30%. The 
best advice in respect to this practice is 
to be sure that there is a real business 
reason for the creation of a separate 
corporation or partnership, otherwise 
the IRS may well attempt to consolidate 
the income of related units. 


Capital gain possibilities 

Under the 1939 Code the risk of ordin- 
ary income tax was very great if a land- 
owner disposed of his property under 
any plan that required numerous sales. 
The burden of proving that he was an 
investor rather than a dealer was always 
difficult to sustain and the result of liti- 
gation uncertain. 

In a recent Tax Court decision (Minor 
Jr., TCM 1959-4), remainder of a coun- 
try estate had been subdivided and cas- 
ually sold over a period of several 
years. Here the court held that the tax- 
payer was not in the real estate business 
and the lots were not primarily for sale 
to customers since the purpose of the 
sales was to liquidate an asset, and capi- 
tal gains were allowed. 

In another decision of the Tax Court, 
the sale of unimproved acreage held for 
investment by a dealer was treated as a 
capital gain where no improvements had 
been made to the property, and it had 
not been subdivided or advertised for 
sale. (Malouf, TCM 1955-190). This is 
not always true, however, as was shown 
in the Barrios decision of the Tax Court 
involving the 1939 Code. 
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The court rejected the taxpayer’s con- 
tention that sales of a farm that was sub- 
divided constituted a plan of liquidating 
capital assets. The land was originally 
purchased as a plantation and later ren- 
dered useless for farming by the con- 
struction of a canal in the vicinity, so it 
was subdivided into lots, landscaped, 
and improved. The court held that the 
lots were held primarily for sale to cus- 
tomers in the ordinary course of a trade 
or business and taxed the profit as ordi- 
nary income. (Barrios, 29 TC 42) 

When the 1954 Code was enacted the 
Congress recognized that a non-corpo- 
rate taxpayer should not be penalized 
by treating property used in his trade or 
business, or held for investment, as 
though it were held for sale, merely be- 
cause it was to his financial advantage to 
subdivide and sell the property in lots 
or parcels. 


Section 1237 


Section 1237 of the 1954 Code was 
enacted to accomplish this under certain 
specified conditions. When it is found 
advisable to subdivide property which a 
taxpayer owns, this section establishes 
another route to follow to obtain the 
capital gain tax benefits. The new Sec- 
tion 1237 did not affect the existing 
rights of taxpayers to obtain capital gain 
from the sales of investment property 
and property used in his business. Those 
rights are preserved and in the event an 
attempt at Section 1237 should fail, tax- 
payers still may seek capital gain bene- 
fits for capital assets as defined in Sec- 
tion 1221 and business property as de- 
fined in Section 1231. 

The use of Section 1237 is of limited 
application because of its strict provis- 
ions. In order to qualify under this sec- 
tion, a taxpayer must have owned the 
property for at least five years, or have 
inherited it. He must hold no other real 
property primarily for sale. Another re- 
quirement is that a taxpayer can not 
make substantial improvements to the 
property that he wants to qualify under 
this section. He can not make improve- 
ments himself nor can he require by con- 
tract that certain improvements be 
made. Under some circumstances neces- 
sary improvements may be made and 
the benefits of Section 1237 not lost pro- 
vided the improvements are not treated 
as expense or added to the basis of the 
property sold. Briefly these circum- 
stances are: the property has been held 
for ten years; the improvements are of 
the nature of the roads, water, and sewer 


facilities; and the improvements must be 
necessary to enable the taxpayer to get 
the prevailing local price for property 
in the area. When filing his return the 
taxpayer must specifically elect not to 
add these necessary expenses to the cost 
of the property or deduct them as an 
expense, and if he meets all of the re. 
quirements it seems that he can be as. 
sured of reporting his profits at capital 
gain rates. 

Admitting the use of Section 1237 wil] 
be limited to a small number of tax. 
payers, its importance to those qualify- 
ing is worthy of emphasis. If a taxpayer 
owns a large piece of property in an 
area ready for development as a sub. 
division, he has a golden Opportunity to 
enjoy capital gain tax on his profits. He 
should first determine and identify the 


tract of property which is to be sub. 


divided and sold, and having done 50, 
he should determine a plan of selling 
the property whereby he will not incur 
major expense of improvements, as the 
cost of improvements could not be re. 
covered. This plan would ordinarily re. 
quire the sale of the land to builders 
who would improve the property, and 
generally the seller would have to give 
terms spread over a period of years. In 
the year in which these sales are made 
the seller could not only elect to be 
taxed under this Section 1237, but may 
also elect to report the transactions on 
the installment basis. In each year there- 
after, when sales are made from the tract 
of property to which the election ap- 
plied, the seller must requalify in all re- 
spects for the use of Section 1237. Note 
that he cannot engage in other real 
estate activities such as holding property 
primarily for sale. In years following 
those in which sales are made, and in 
which no further sales are made from 
the tract on which the election was 
made, it seems that collections on the 
installment transactions of sales made in 
those earlier years would continue to be 
treated as capital gain profits. Section 
1237 is not applicable to the treatment 
of losses. 


Installment and deferred payment sales 


The subdivision of real estate gener- 
ally constitutes a business operation sub- 
ject to normal and surtax rates. In these 
days real estate is a very popular piece 
of merchandise. Subdividers are enjoy- 
ing a huge success in buying raw land, 
putting in gravel roads, and selling lots 
by mail on a $10 down payment plan. 
Also, subdividers of acreage are selling 
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in 20- and 40-acre 


their merchandise 
tracts without any improvement to the 
property and are offering terms of 80 
months or so to pay without interest. 
Sales of this nature are made on an 
agreement-for-deed basis whereby title 
to the property does not pass until the 
purchaser completes his payments. This 
type of sale permits the cancellation of 
the interests of the purchaser in case of 
default without the necessity of foreclos- 
ure and leaves no cloud on the title to 
the property. 


Reporting method 


Two methods of reporting sales of the 
type just referred to are generally used. 
One method is that referred to as the 
deferred payment plan, and the other is 
the installment plan authorized in Sec- 
tion 453(b) of the Code. Both meth- 
ods are available, and this is true if the 
sale is evidenced by a mere agreement 
for deed, or if the contract has a note 
attached, or if the sale was by deed and 
mortgage. 

There is no section of the Code deal- 
ing with deferred payment sales as such. 
The method is based on Section 1001(b) 
defining the amount realized from a sale 
as being the sum of cash received plus 
the fair market value of the property 
other than money. If the contract, or 
contract with note, has no market value, 
then no taxable profit results until after 
cash collections exceed cost. 
decision on contracts 
without value is Ennis, 17 TC 465. How- 
ever, the IRS has for years refused to 
admit that a contract for deed with 
notes attached had no market value. Our 
ofice has been hard put to obtain satis- 
factory evidence of no value when no 
notes were taken. The Tax Court has 
found, in a group of related cases of tax- 
payers in the Tampa, Florida area, that 
there was a market for these contracts 
and valued them at 90 cents on the dol- 
lar. 1 am referring to the Haimovitz case 
[CM 1956-15. 

In dealing with deferred payment 
sales of real estate, a taxpayer should 
anticipate attempts on the part of the 
lreasury to overcome the “no value” 


The leading 


position of sales contracts. 

The most widely used plan of report- 
ing sales of subdivided property is the 
installment method. This method gener- 
ally affords a more even distribution of 
the tax load from year to year. 

The experience of cancellations and 
repossessions has been so good in recent 
years, that little thought is given to the 











effect of a repossession. I would like to 
review the rules with you just for future 
use, of course. 

Consider first the deferred-payment 
sale. One rule applies if title was trans- 
ferred by the seller and another rule is 
to be used if the seller retains title. Also 
there is a difference in the computation 
of gain or loss between a voluntary con- 
veyance and a foreclosure. 

Deferred Payment Example 1: The 
seller transfers title and repossesses the 
property by voluntary conveyance—the 
fair market value of the property is con- 
sidered as payment of the unpaid bal- 
ance. If that value exceeds the basis of 
the obligation, the excess is taxable as 
ordinary income. If that value is less 
than the basis of the obligation there is 
a bad debt. 

Deferred Payment Example 2: The 
seller transfers title and repossesses by 
foreclosure of the mortgage. The result 
is a capital gain or loss based on the 
length of time the mortgage notes were 
held. 

Deferred Payment Example 3: Where 
the seller retains title and cancels the 
obligation the gain is the excess of pay- 
ments received over the sum of profits 
previously reported. 

Installment: When the repossession of 
property sold on the installment plan 
occurs the gain or loss is the difference 
between the fair market value of the 
property repossessed and the basis of 
the obligation (Section 453(d)). 

The position of the IRS could well 
be that the resale value was evidence of 
the fair market value of the property on 
date of repossession. The subdivider may 
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argue with merit that the conditions and 
terms of the sale were such that the 
sales price should not be considered as 
the market value, and that his opinion 
would be that the established cost of 
the property was more nearly indicative 
of its fair market value. It is common 
practice for dealers in lots to re-estab- 
lish them on the at the cost 
price. As the resale generally occurs 


books 


quickly and often within the same tax 
period, it seems reasonable to hope that 
a consistent practice on the part of the 
developer will be acceptable to the 
Treasury. 

One of the most common types of sub- 
division operations is the development 
of the property and the building of 
homes on it. This, of course, is a busi- 
ness and the sale of property is primarily 
for cash through FHA-approved pur- 
chase-money mortgages for the subdivi- 
sion. This operation is quite different 
taxwise from the principles in the sub- 
division of property wherein proceeds 
of sales are only realized over a long 
period of installment collections. Some 
of the larger subdividing companies en- 
gage in several phases of property selling 
include several 
methods of accounting for their sales of 


and accordingl¥ may 


property. In publicly-held companies, 
the financial accounting and the income 
tax accounting produce very different 
results. This is not to imply that it is 
improper to report sales as a completed 
transaction for financial accounting pur- 
poses and to elect to report them as in- 
stallment or deferred payment sales for 
tax accounting purposes. Such seems to 
be a well-established practice. w 


New decisions: income taxation of trusts 


Trust income taxed to grantor; accumu- 
lated income was for her use. Taxpayer 
and husband created a trust. He trans- 
ferred to the trust insurance policies on 
his life and she transferred shares of 
stock the income from which was to be 
applied to payment of the premiums. 
Upon the husband’s death, the wife was 
to receive monthly payments of $800 for 
life. The Tax Court holds that the in- 
come of the trust is taxable to the wife 
since she was a grantor and it was being 
accumulated for future distribution to 
her. This is so even though the wife had 
to survive her husband to receive the 
income. Section 167 does not require 
that income to be taxed to the grantor 





be unconditionally accumulated for her. 
Wadewitz Estate, 32 TC No. 48. 


Loss on sales of their own property by 
fiduciaries not disallowed. Section 267 
provides, in part, that in computing tax- 
able deduction shall be 
allowed in respect of losses from sales, 
directly or indirectly, between a fidu- 
ciary of a trust and a fiduciary of an- 
other trust if the person 
grantor of both trusts. However, a de- 
duction for a loss as a result of a sale 


income no 


same is a 


of personally owned securities between 
individuals who are fiduciaries of trusts 
established by the same grantor is not 
prohibited. Rev. Rul. 59-171. 





146 *¢ The Journal of Taxation 


September 1959 


NEW DEVELOPMENTS IN TAX ASPECTS OF 


ccounting 


82 


EDITED BY CARL M. ESENOFF, CPA, & C. W. LAMDEN, Ph.D., CPA 





IRS, in Hertz case, wins again on 


depreciable life and salvage value 


ys iee Tuirp Crrcuit’s REVERSAL of the 
District Court’s Hertz decision gives 
the Treasury the victory in the first and 
only case testing the validity of the 
Regulation forbidding depreciation be- 
low the salvage value under the double 
declining method. The District Court 
(165 F.Supp. 261) had held the Regula- 
tion invalid and would have permitted 
the accelerated depreciation to con- 
tinue down to the balance of 10% to 
13% automatically remaining under that 
method. The Third Circuit, in reversing, 
held, July 6, 1959, that the new method 
worked no change in the long-estab- 
lished rule that depreciation below sal- 
vage value is not permitted. 

Although the other issue in the Hertz 
case, the nature of depreciable life as the 
life inherent in the asset or the useful 
life in the particular taxpayer’s busi- 
ness, is also important, it is undoubtedly 
the salvage decision that will affect most 
taxpayers. Many had hoped that the 
courts would strike down the Treasury 
Regulation, obviously designed to pre- 
vent rapid depreciation to below market 
value followed by a capital gain on the 
sale of the heavily depreciated asset, 
usually short-lived equipment, like auto- 
mobiles. 

The Third Circuit did not regard the 
salvage question as a particularly diffi- 
cult one: “The question concerning the 
proper application of salvage value to 
the declining balance method of de- 
preciation need not detain us for long. 
Congress unmistakably indicated in 1954 
when it first authorized the new method 
of depreciation that [quoting the House 
committee.—Ed.] “The changes made by 
your committee’s bill merely affect the 
timing and not the ultimate amount of 
depreciation deduction with respect to 
a property’. . . . Thus, what is changed 
is the acceleration of depreciation de- 
duction in earlier years but not the 


total amount of such deductions. We 
can find no support for Hertz’s conten- 
tion that, since it is theoretically impos- 
sible to ever depreciate the entire value 
of the asset under this system, Congress 
intended that a taxpayer should be 
allowed to use the declining balance 
method to depreciate the asset below a 
reasonable salvage value. On the con- 
trary, the statement quoted above,” the 
court included, “appears to directly con- 
tradict such an assertion.” 

It is likely that other taxpayers will 
try in other circuits to persuade the 
courts to pay less heed to the House 
Committee report quoted above in the 
Hertz decision and give weight to the 
remarks of the Senate Finance Com- 
mittee. That committee’s report pointed 
out that under the straight-line method 
and under the sum-of-the-years-digits 
method the cost was to be reduced by 
the estimated salvage value before ap- 
plying the proper depreciation factor or 
rate; but with respect to the declining- 
balance method it was provided in the 
proposed revenue act that “since under 
this method at the expiration of useful 
life there remains an undepreciated bal- 
ance which represents salvage value,” the 
declining-balance rate could be applied 
directly to cost. If, however, the tax- 
payer at any time exercised his option 
to switch from declining-balance to 
straight-line, the report said that he 
must at that time “estimate a realistic 
salvage value.” 

Whatever the future may hold in the 
way of other cases in other circuits, it is 
clear that the Treasury now stands in a 
strong position in its obvious campaign 
to reduce capital gains on the sale of 
depreciable assets. Further evidence of 
the courts’ sympathy with the IRS in 
this attempt is the recent Cohn case (259 
F.2d 371) in which the IRS was per- 
mitted to redetermine salvage value in 


the year of sale of an asset. Thus capi- 
tal gain was reduced by disallowing de. 
preciation in the year of sale and ex. 
tension of the principle to all open 
years seems inevitable. See the discus. 
sion at 10JTAX162, March 1959. 


Depreciable life 


On the other issue in the Hertz case, 
economic usefulness to the taxpayer y, 
inherent physical life, there has been 
more litigation. The Fifth and the 
Ninth Circuits have already come to 
different conclusions and certiorari has 
been requested in both cases. In Evans 
(264 F.2d 502) the Ninth Circuit found 
that useful life has always meant the 
economic life of the asset and found 
the Tax Court erred in measuring the 
life of autos for 1950 and 1951 by the 


concepts first spelled out in detail in 


the Regulations under the 1954 Code- 
the useful life as determined by the 
nature of the taxpayer’s business not 
the nature of the equipment. Massey 
Motors (264 F.2d 552) dealt, like Evans 
and Hertz with rental autos. There the 
Fifth Circuit held that no change was 
made by the 1954 Code and that de- 
preciable life has always meant the 
length of time assets are expected to be 
useful in the taxpayer’s business. Cert- 
iorari has been requested in both Evans 
and Massey Motors. 

Now, in Hertz the Third Circuit fol- 
lows the Massey decision of the Fifth: 
that useful life to the taxpayer is meant. 
Since Hertz used the autos for less 
than three years he was therefore in- 
eligible to use the double-declining-bal- 
ance method, allowable under the Code 
for assets with a useful life of three years 
or more. 

The Court noted that prior to the 
issuance of the 1954 Regulations there 
had been no definition of the term use- 
ful life. “Since it is hornbook law,” the 
court continued, “that in interpreting 
undefined statutory language the courts 
look to common usage and general ac 
ceptance, both parties to this action have 
diligently searched the history of the 
term. However, as is not uncommon, 
they came to different conclusions The 
government contends that the term 
useful life means and has always meant 
the period during which the asset is of 
use to the taxpayer, while Hertz asserts 
that it has always meant the economic 
life of the asset. Thus, neither party sup- 
ports the opinion of the district court 
that until 1954 and the enactment of 
the new Internal Revenue Code the 
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term meant economic life of the asset 
but Congress changed its meaning in 
enacting the new code. On the contrary, 
the parties agree that the meaning of 
the term, whatever it may be, has re- 
mained unchanged throughout the 
period of its use; ie., that the 1954 
Code was not intended to nor did it 
change the meaning. Our consideration 
of the 1954 enactment convinces us that 
the parties are correct and that Congress 
in 1954 intended no change in the 
meaning of the term. 


Few precedents 


“Thorough study of the references 
points up one undisputed fact; that is, 
few of the cases, treatises, or regulations 
have addressed themselves to this very 
problem. The language found therein 
is imprecise, unclear, and ambiguous as 
regards the term useful life. Until the 
enactment of the 1954 Code and the 
authorization of the declining balance 
method of depreciation for assets with a 
three-year useful life, the problems re- 
garding depreciation involved the rea- 
sonableness of the period of useful life. 
Few, if any, gave a thorough considera- 
tion to whether useful life meant eco- 
rather, most tax- 
payers were interested in short deprecia- 
tion periods. Further, most depreciable 
assets were such as were held by the tax- 
payer until they were ready to be 
scrapped and disposed of as no longer 


nomic life or not; 


useful for their intended purpose. 

“Hertz’s argument in support of the 
proposition that useful life has always 
meant the economic life of an asset is 
basically three-pronged; judicial inter- 
pretation, administrative practice, and 
expert opinion. As regards judicial in- 
terpretation—we have been cited to a 
number of Board of Tax Appeals and 
Tax Court decisions. However, the issue 
was not squarely presented nor was any 
theory of useful life formulated therein; 
rather, the questions posed in the cases 
were treated as factual in nature. Thus 
they are of little, if any, use to us as 
precedents. . . . 

“In regard to the administrative prac- 
tice, it is only fair to note that some of 
the pronouncements are ambiguous. . . . 

“Finally, Hertz relies upon the expert 
opinion of three witnesses, partners in 
the accounting firms of Ernst & Ernst, 
Price Waterhouse & Co., and Arthur 
Andersen & Co., respectively. They were 
called ‘to give testimony with respect 
to their experience in the application of 
the depreciation provisions of prior rev- 





enue acts, and specifically, to give their 
opinion as to the meaning of the term 
“useful life” as it is consistently used and 
understood for the purpose of deprecia- 
tion.” Whatever persuasiveness* this 
testimony might have is lessened when it 
is noted that Montgomery’s Federal 
Taxes, 37th ed., 1958, ch. 6, p. 4 et seq. 
edited by four partners in the account- 
ing firm of Lybrand, Ross Bros. & Mont- 
gomery, is directly to the contrary... . 
“We are of the opinion,” the court 
concludes” that the accepted meaning of 
the term useful life has always been the 
period of usefulness of the asset to the 
taxpayer in his business. Such a con- 
clusion is in accord with the funda- 
mental concept of depreciation as set 
forth in Ludey, 274 U.S. 295 (1927), as 
further enunciated in Bulletin F and as 
adhered to by the appellate courts. . . . 
Nothing in the legislative history of the 
1954 Code leads us to a contrary con- 
clusion; rather, if anything, it supports 
the view here expressed and indicates, as 
the district court noted, that Congress 
was using the term useful life to mean 
the period during which an asset is use- 
ful to a taxpayer. Therefore, since the 
automobiles in question had a useful life 
of less than three years, Hertz is not 
entitled to depreciate them under the 
declining balance method of deprecia- 
tion.” vr 


Klein decision may doom 
most single-pool inventories 


THE LiFo inventory situation is in a 
state of considerable chaos as a result of 
the Klein Chocolate decision (32 TC 41) 
which has just been handed down. The 
court denied the taxpayer the right to 
pool his entire inventory for tax pur- 
poses. A re-hearing was scheduled for 
August 14 (after we go to press). Ac- 
countants are watching the outcome of 
this rehearing with intense interest. 
The initial decision upholding the 
Commissioner’s insistence that a manu- 
facturer cannot treat his entire inventory 
as a singe pool, for dollar-value LIFO, 
makes tax men believe that single pools 
are going to be limited to the most 
simple businesses; probably to practically 
uniform goods not processed in any way. 
However, another implication of the 
case, more cheering to taxpayers, is the 
fact that the mechanics of the applica- 
tion of dollar value inventorying to a 
manufacturing process were accepted 
by the IRS and the Tax Court. 
Two particularly 


accountants 


con- 
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cerned with inventory problems, Everett 
C. Johnson, a partner at the Chicago 
office of Arthur Andersen & Co., and 
Nicholas T. DeLeoleos his associate 
there, have written us about some of 
the aspects of that case apparent upon 
first inspection. They have promised to 
expand on their notes for the readers 
of the Journal and we hope to have 
their views in these columns shortly. 
The limited number of cases in this 
area makes every one a landmark. This 
one should be studied carefully by all 
tax men dealing with inventories. 

When the large number of taxpayers 
employing the LIFO method is con- 
sidered, Mr. DeLeoleos wrote, the in- 
frequence of court cases speaks well for 
the administrative handling of LIFO 
applications by the Internal Revenue 
Service. Typically, differences are satis- 
factorily worked out. The most common 
difficulty lies in agreeing upon ap- 
propriate groupings of items into pools 
or categories. The tendency has been for 
taxpayers to favor the lowest possible 
number of pools and for the Treasury 
to be quite wary of wide groupings. 

While the record in the Klein case 
suggests that the opinion was predicted 
more upon the specific operations of 
this manufacturer (and its failure to 
prove certain facts) than upon generally 
applicable principles, it must be as- 
sumed that the decision will have con- 
siderable influence upon IRS field men 
handling LIFO. As a practical matter it 
may become difficult to gain their ap- 
proval of single-pool methods in other 
than the most obvious situations. 

Further light on the implications of 
the Klein decision may be forthcoming 
if still another LIFO case is decided by 
the Tax Court (Eaton-Dikeman Com- 
pany, Docket No. 69565, filed August 23, 
1957). In that case, also, the taxpayer 
used a single-pool dollar-value method. 
The Commissioner contends for separate 
categories for raw materials, goods in 
process, and finished goods. 

Meantime, Mr. DeLeoleos warns that 
LIFO questions must be evaluated in 
terms of these salient points from the 
record in the Klein case: 

1. The Government denied that the 
LIFO Code provisions were intended to 
take inflation out of inventories. 

2. The Tax Court made it clear that 
the facts presented must show that the 
single-pool method properly reflects tax- 
able The Government made 
much of the fact that there was no 
effective correlation shown between the 


income. 
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single-pool method and the inventories 
in dispute. 

3. For internal purposes Klein kept 
inventory records using several cate- 
gories but fewer than those imposed by 
the Commissioner. The Court suggested 
that fewer than ten categories might be 
appropriate but declined to change the 
determination in the 
absence of proven error. 

4. The company’s consistent use of 
the method from 1942 forward, without 
challenge by the Internal Revenue Serv- 
ice until 1946, did not bind the Com- 
missioner in the absence of proof that 
the method had, in fact, been consistent- 


Commissioner’s 


ly applied and specifically approved. 
5. The 
neither questioned nor disturbed. 


dollar-value aspects were 


New method of taxing life 
insurance companies adopted 


THe Lire INSURANCE CoMPANY In- 
come Tax Act of 1959 adopts a radically 
new method for taxing this industry. 
Since 1942 the companies had been 
taxed under stop-gap formulas unsatis- 
factory to them and to the Treasury. 
The new law separates investment in- 
come, underwriting income, (actual mor- 
tality experience and actual expense 
compared with allowances for them in 
premiums) and capital gains. Further- 
more, it provides an exemption for 


reserves for qualified pension plans. 
This provision is expected to affect sig- 
nificantly the ability of insurance com- 
panies to provide policies comparable in 
cost with trusteed pension plans. 

This of taxation is a 
radical departure from previously used 
methods. Since 1921, life insurance com- 


new scheme 


panies have been taxed on only their 
net investment income and, under one 
formula or another, on what has been 
considered the company’s share of this 
from the _policy- 
holders’ share. From 1921 through 1941, 
the 


income as distinct 


division of the income was made 
by applying specified rates of interest 
to the reserves each company individual- 
ly held for its policyholders. From 1942 
to 1957 (the new law applies to 1958 
and later years) the policyholders’ share 
of the investment income of the entire 
industry was computed and each com- 
pany was exempt from tax on that per 
cent of its own investment income. The 
balance was considered allocable to the 
company and taxed to it. Under these 
formulas as much as 85% of the total 
investraent income was free of tax. Un- 
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der the new law the company’s average 
rate of return from the past five years 
will be applied to the reserves for 
policyholders. This amount of invest- 
ment income will be free of tax and 
the balance will be subject to normal 
corporate rates. It is expected that 
about 20% to 22% of the net invest- 
ment income of the companies, overall, 
will be taxed. 


Underwriting gains 

Prior law never provided for the tax- 
ation of underwriting gains, i.e. mor- 
tality gain or loss and loading income 
Mortality gain arises from 
premium charges which are in excess 
of the policy claims not covered by re- 
serves. Loading income or loss is the 
difference between the portion of the 
premium intended to cover expenses 
of the policy and the actual expense. 
The exemption of underwriting income 
was a benefit to companies stressing 
policies that had little or no savings 
feature, typically specialty companies 
issuing mostly policies of term insurance 
on installment borrowers and the like. 
The difficulty in taxing this kind of gain 
or loss is that it is impossible to com- 
pute it accurately for relatively short 
periods of time. The new law adopts 
a compromise position. It taxes half the 
underwriting income as it accrues each 


or loss. 


year. The other half is taxed when the 
accumulation exceeds fixed limits or 
when it is paid out in a distribution to 
shareholders or segregated for their 
benefit. 


Income for pension plans 


The companies are also provided with 
an exemption from tax for income (at 
their average rate) on the amount of 
their reserves for qualified pension plans 
and for pension plans for exempt in- 
stitutions. —The Senate Committee re- 
port explaining this provision said it 
was giving favorable treatment to quali- 
fied pension and profit-sharing business 
because similar accumulations if held 
in trust, rather than invested in insur- 
ance policies, would be exempt. Gener- 
ally, the report noted, it is companies 
not large enough to act as self insurers 
by trusteeing their provisions for em- 
ployees pensions that must adopt in- 
sured plans. 


Capital gains and losses 


Insurance companies were not taxed 
on capital gains (or allowed capital 
losses) under prior law. They will now 
be subject to a flat 25% tax on net long 
term gains (no alternative tax is allow- 


able). However, the basis for deter- 
mining gain will be the higher of cost 
on December 31, 1958 value. % 


Utilities fail to enjoin AICPA 


new tax deferral bulletin 


A SERIES OF COURT MANEUVERS by util- 
ity companies failed to halt the issu- 
ance by the Committee on Accounting 
Procedure of the American Institute of 
Certified Public Accountants of a letter 
to its members explaining its stand on 
the treatment of credit balances created 
when a company that used accelerated 
depreciation on its tax returns, but 
normal depreciation on the books, shows 
as tax expense an amount larger than 
what is actually payable. This excess, 
representing the saving by using ac- 
celerated depreciation, is naturally offset 
by a credit having some of the character- 
istics of a liability, and the AICPA 
letter, temporarily enjoined, was in- 
tended to clarify that. 

The fireworks began in April when 
Carman G. Blough, the Institute’s Re- 
search Director appeared as a witness at 
a Securities and Exchange Commission 
rule-making hearing. At that hearing 
he testified, among other things, that a 


letter dated April 15 had been approved 
by the Committee on Accounting Pro- 
cedure and was about to be sent out. 
Also he read into the public record of 
that hearing the significant portion of 
the letter. The following week, Ap- 
palachian Power Company, Ohio Power 
Company and Indiana & Michigan Elec. 
tric Company obtained a temporary in- 
junction forbidding the mailing of the 
letter on the ground that it had not 
been properly approved by the AICPA 
Committee on Accounting Procedure. 
The utilities claimed that the letter was 
not properly handled in that it had not 
been exposed for comment by those who 
had commented on Bulletin 44 (Re 
vised). 

A temporary injunction was granted, 
hearings were held, a permanent injunc- 
tion was denied, the denial was ap 
pealed and, finally, on July 6, the last 
appeal was denied and the letter of 
April 15 was mailed to the members of 
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the Institute. Text of the letter follows. 
“Question has been raised with re- 
spect to the intent of the committee on 


accounting procedure in using the 
phrase ‘a deferred tax account” in Ac- 
counting Research Bulletin No. 44 (re- 
vised), Declining-balance Depreciation, 
to indicate the account to be credited 
for the amount of the deferred income 
tax (see paragraphs 4 and 5). 

“The committee used the phrase in 
its ordinary connotation of an account 
to be shown in the balance sheet as a 
liability or a deferred credit. A pro- 
vision in recognition of the deferral of 
income taxes, being required for the 
proper determination of net income, 
should not at the same time result in a 
credit to earned surplus or to any other 
account included in the stockholders’ 
equity section of the balance sheet. 

“Three of the twenty-one members of 
the committee, Messrs. Jennings, Powell 
and Staub, dissented to the issuance at 
this time of any letter interpreting Ac- 
counting Research Bulletin No. 44 (re- 
vised).” 

A member of the committee whose 
action was questioned by this suit has 
pointed out that the regulatory bodies 
had been permitting the utilities to 
their 
earned surplus. We quote Mr. Weldon 


show the deferrals as part of 


Powell, the committee member, who, in 
an article in the January 1959 issue of 
The New York CPA reviewed the his- 
tory of Bulletin 44, from its original 
issue in 1954 to the revision in July of 
1958. Mr. Powell represented the 
minority view of the committee. 

“The Committee on Accounting Pro- 
cedure in July 1958,” he said, ‘issued 
a revision of Accounting Research Bul- 
letin 44 which reverses the position 
taken in the original issue of the Bul- 
letin. The revision provides that in 
situations in which an accelerated de- 
preciation method is adopted for in- 
come-tax purposes but other appro- 
priate methods are used for financial ac- 
counting purposes, accounting recogni- 
tion should be given to deferred income 
taxes if the amounts thereof are ma- 
terial, except in certain rare cases 
where there are special circumstances 
which may make such procedure in- 
appropriate. 

“By way of explaining the change in 
its position between 1954 and 1958, the 
Committee included the following para- 
graph in the revision of Bulletin 44: 
‘Since the issuance of Accounting Re- 
search Bulletin No. 44, the committee 


has been observing and studying cases 
involving the application of the bulle- 
tin. Studies of published reports and 
other source material have indicated 
that, where material amounts are in- 
volved, recognition of deferred income 
taxes in the general accounts is needed 
to obtain an equitable matching of costs 
and revenues and to avoid income dis- 
tortion, even in those cases in which 
the payment of taxes is deferred for a 
relatively long period. This conclusion is 
borne out by the committee’s studies 
which indicate that where accelerated 
depreciation methods are used for in- 
come-tax purposes only, most companies 
do give recognition to the resultant de- 
ferment of income taxes or, alternative- 
ly, recognize the loss of future deducti- 
bility for income-tax purposes of the 
cost of fixed assets by an appropriate 
credit to an accumulated amortization 
or depreciation account applicable to 
such assets.’ 

“Recognition of deferred income 
taxes,” Mr. Powell continues, “implies 
that there is a present liability for fu- 
ture income taxes. 

“But there is no such liability. There 
is no creditor. Certainly, the Federal 
government realizes no claim against 
the taxpayer, and the taxpayer. would 
react strongly if he thought it did. How- 
ever, I want to point out parenthetically 
that if sizeable tax items build up on the 
liability side of many balance sheets, it 
is not impossible that the government 
may try to do something about them; 
it is not unlikely that pressure may be 
brought in the Congress to amend the 
law to require payment of these ap- 
parent obligations, or at least to pre- 
vent their further accumulation. 

“Some advocates of the allocation 
principle have recognized forthrightly 
that tax credits in the balance sheets 
are not liabilities. They have not agreed, 
however, as to just where such credits 
should be placed in the statement. Ac- 
cordingly, there are reports in which the 
credits are classified as reserves for taxes, 
or deferred credits. There are other re- 
ports in which they are netted against 
asset items, as by being considered as 
additional allowance for depreciation. 
Bulletin 44, as revised says where it may 
reasonably be presumed that the ac- 
cumulative difference between taxable 
income and financial income will con- 
tinue for a long or definite period, it is 
alternatively appropriate, instead of 
crediting a deferred tax account, to 
recognize the related tax effect as addi- 
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tional amortization or depreciation ap- 
plicable to such assets in recognition of 
the loss of future deductibility for in- 
come tax purposes. And there are some 
public-utility which tax 
credits are shown as a part of earned 
surplus, with the approval of regulatory 
authority. 


reports in 


“If a tax credit is expected to be long 
continuing, other problems arise. One 
concerns the tax rate which is likely to 
exist at the time it is disposed of. Some 
consider the present rate of 52% realis- 
tic for use in this connection. Others 
favor different rates. A few advocate 
establishing tax credits initially on a 
present-worth basis, by the application 
of an appropriate interest factor. In 
some circumstances, particularly in the 
case of companies having small profit 
margins and frequent loss years, there 
well may be a question as to whether a 
long-continuing tax credit will ever be 
used at all. In most cases, the procedure 
to be followed in the future in dispos- 
ing of tax credits is unsettled. Faced 
with these uncertainties, I wonder how 
much significance long-continuing tax 
credits have in the balance sheet. 

“In summary,” Mr. Powell concludes, 
“considered from a balance sheet stand- 
point, there is not a very good case for 
allocation of taxes 


income among 


periods of time.” 


Criticism of counsel in 
Hansen unfounded 


FURTHER study of the briefs in the Han- 
sen case (11JTAX74) in which the U. S. 
Supreme Court denied deductions for 
dealers’ reserves, reveals that the Court’s 
criticism of counsel was not at all well 
founded. In a footnote the Court criti- 
cized taxpayers’ counsel for not dis- 
tinguishing the treatment of finance 
charges from holdbacks. Study of the 
briefs indicates that the Court’s view 
here is erroneous. Part of the opinion, 
quoted in these columns last month, said 
that taxpayers did not define the mean- 
ing of the term “finance charges” nor 
did they offer evidence of how they 
recorded their books. The 
briefs show that none of the taxpayers 
argued, as the opinion said they did, 
that “portions of the Dealers Reserve 
Accounts consist of percentages of the 
‘finance charges’ . . . and that such per- 
centages of the ‘finance charges’ 

should in no event be regarded as ac- 
crued income to the dealers.” ‘The source 
of this error in the opinion may be a 


them on 
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brief amicus curiae that did make such 
arguments. 

In view of the difficulty of presenting 
complicated accounting evidence ade- 
quately, your editors thought it wise to 
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point out the fact that the Court’s criti- 
cism of the presentation of such evi- 
dence (and implication that it had been 
handled badly) here appears to be in 
error. w 


IRS claims deferred payment 


contract is cash-basis income 


alge THE GENERAL trend of the 
case law, the Commissioner now 
seeks to assess a deficiency against a cash- 
basis taxpayer for taxes on the value of 
his 30% interest in a contract of sale 
involving deferred payments. Of parti- 
cular interest is the method adopted by 
the Commissioner in determining the 
value of the contract right. 

In this case now before the Tax Court 
(Altorfer, Docket No. 72944), the issue 
involves a contract for the sale of certain 
assets of the Perma Starch Corporation. 
The selling price was $1,600,000, of 
which $400,000 was payable immediately 
and the balance, subject to an annual 
minimum, at the rate of 10% of sales 
until paid. If $1,500,000 were paid prior 
to January 10, 1962, the $1,500,000 was 
to constitute payment in full. In May 
1955 the corporation was dissolved and 
the taxpayer received, as a distribution 
in kind, a 30% interest in this contract. 

In confutation of the taxpayer’s claim 
that the contract had no ascertainable 
value at the time of its receipt, the Com- 
missioner has proposed a deficiency 
based on two assumptions: (1) that the 
$1,500,000 will be paid in full prior to 
January 10, 1962, and (2) that a 4.5% 
annual discount would apply over the 
seven-year life of the contract. By means 
of this computation, the Commissioner 
claims that the present value of each 
dollar due is about 73.5 cents. 

The ingeniousness of this calculation 
is as disquieting to tax men as the posi- 
tion taken by the Commissioner in the 
face of the general trend of the cases, 
which have usually held that contracts 
of sale involving deferred payments not 
evidenced by notes or bonds are not the 
equivalent of cash to a cash-basis taxpay- 
er. This was the holding of the Second 
Circuit in 1929 (Bedell, 30 F.2d 622) and 
the Tax Court has on several occasions 
ruled that a cash-basis taxpayer should 
not treat a contract of sale as property 
having a fair market value, even if, as in 
Johnston (14 TC 560 (1950)), he wished 
to do so. 


In the Johnston case, the taxpayer had 


sold stock in 1942 under a contract 
whereby half of the estimated purchase 
price was to be paid in 1942 and the bal- 
ance in 1943. In both years the pur- 
chaser was solvent and the total paid in 
both years resulted in a gain. The 
amount paid in 1942, however, was less 
than the taxpayer’s basis and he sought 
to report his full gain in 1942, claiming 
that the contract of sale had an ascer- 
tainable fair market value in the year 
of its receipt. In denying this conten- 
tion, the court said: 

“The present situation demonstrates 
the difference between the cash receipts 
method and the accrual method. An 
agreement, oral or written, of some kind 
is essential to a sale. If payment is made 
at the same time that the obligation to 





**Supreme Court upholds Commissioner 
on dealers’ reserve cases. Taxpayers sold 
vehicles, accepting installment contracts 
for the unpaid balance. The notes, pay- 
able to the dealers and guaranteed by 
them, were discounted with finance com- 
panies, who paid most of the principal in 
cash. As security, the finance companies 
retained a small percentage which was 
credited to a dealers’ reserve account. At 
a later date, the amounts retained were 
either paid to the dealers in full or used 
to satisfy the dealers’ obligations to the 
finance companies. Reversing Hansen, 
CA-9, Glover, CA-8, and affirming Baird, 
CA-7, in one opinion, the Supreme Court 
upholds the Commissioner. The dealers’ 
reserves are income at the time of sale. 
The retained percentages of the purchase 
price of the installment paper vested in 
the dealers from the time the credit to 
the dealers’ account was entered on the 
books of the finance companies, subject 
only to their pledge as collateral security. 
Either payment of the retained percen- 
tage to the dealer or its application 
against a liability of the dealer is receipt 
of the reserve account by the dealer. The 


New, aecounting decisions this month 


pay arises under the agreement, then the 
profit would be reported at that time no 
matter what method was being used. 
However, the situation is different when 
the contract merely requires further pay- 
ments, and no notes, mortgages or other 
evidence of indebtedness such as com. 
monly change hands in commerce, which 
could be recognized as the equivalent of 
cash to some extent, are given and ac- 
cepted as a part of the purchase price, 
That kind of a simple contract creates 
accounts payable by the purchasers and 
accounts receivable by the sellers, which 
those two taxpayers would accrue if they 
were using an accrual method of ac. 
count for [their records] and [for] re. 
porting their income. But such an agree. 
ment to pay the balance of the purchase 
price in the future has no tax signifi. 
‘cance to either purchaser or seller if he 
is using a cash system.” 

Possibly taxpayers and their advisers 
might have been warned by the Commis- 
sioner’s non-acquiescence in Ennis (17 
TC 465 (1951)), where a contractual obli- 
gation for the purchase of land was ex- 
cluded from the amount realized as not 
being the equivalent of cash with re. 
spect to the cash-basis seller. * 


fact that at the time of the sale, the deal- 
ers may have had no presently enforce- 
able right to recover the reserves is not 
controlling. It is the time of acquisition 
of the fixed right to receive the reserves 
and not the time of their actual receipt 
that determines whether or not the re- 
serves have accrued and are taxable. Ac 
crual basis dealers must record the in- 
come at the time when the withheld 
amounts are entered on the books of the 
finance companies as liabilities to the 
dealers. Taxpayers’ contention that a por- 
tion of the reserves representing the 
finance companies’ allowance to the deal- 
ers of a percentage of finance charge is 
likewise rejected. There was no showing 
that any portion of the dealers’ reserves 
consisted of finance charges allowed to 
the dealers. [Comment on this case ap- 
peared at 11 JIAX 74—Ed.] Hansen, 





*kjindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 
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Sup. Ct., 6/22/59. Similarly, Glover, 
Baird. [See also note on page 149 of this 


issue.—Ed. | 


*x*Manufacturer using dollar-value 
LIFO cannot treat all inventories as one 
pool. Taxpayer bought cocoa beans, 
sugar, flavorings, etc., and processed them 
into cocoa, bulk chocolate for bakers, 
and into candies. In 1942 it elected to use 
LIFO and it used the dollar value meth- 
od, an adaption of the retail inventory 
method, whereby closing inventory is 
priced at, in this case, the 1942 prices and 
compared with opening inventory, also 
at 1942 prices. However for this compari- 
son taxpayer treated all its inventories as 
being only one pool and compared totals. 
The practical effect of this procedure is 
that increases and decreases in various 
parts (such as raw material of different 
kinds, goods in process, and finished 
goods) offset each other and if some por- 
tions decline there is no necessity to com- 
ply with the involuntary liquidation rules 
to avoid taking into income old low-cost 
inventory so used. The Tax Court holds 
that taxpayer’s inventory must be classi- 
fied into ten separate pools and increases 
and decreases during the year in each 
category must be determined separately. 
The sections added to the Code to permit 
LIFO authorized no other changes and 
thus left unaffected the long-standing re- 
quirement that inventories be taken in 
natural groupings or classifications. Fur- 
thermore taxpayer had always classified 
its inventory and the making of the LIFO 
election was no reason for changing. In 
the two cases on which taxpayer relied 
(Hutzler,8 TC 14, and Basse, 10 TC 328) 
taxpayers were stores and moreover had 
always used the retail method and with 
numerous pools. Finally, the court rejects 
taxpayer’s argument that for several years 
the IRS had accepted its new method, 
finding the record not clear on whether 
one pool or several pools had been used 
in taxpayer's first three LIFO years. [See 
comment, page 146—Ed.] Klein Choco- 
late Co., 32 TC No. 41. 


Can’t use installment method; taxpayers’ 
undivided interest doesn’t meet test. Tax- 
payers and their attorneys each owned 
an undivided interest in real estate. Upon 
the sale of the property, a specific portion 
of the sales price was allocated to each 
owner. The taxpayers contended that the 
transaction could qualify as an install- 
ment sale since the total payments in the 
taxable years were less than 30% of the 
total sales price. The Tax Court however 


required that separate computations be 
made as to each owner since the sales 
price was specifically apportioned. Tax- 
payers were thus deemed to have received 
payments in excess of 30% of the sales 
price and were not eligible to use the in- 
stallment method. Timanus, 32 TC No. 
56. 


How to report installment profit on 
property sold subject to mortgage [Non- 
acquiescence]. Taxpayer had, with FHA 
financing, erected rental housing. It sold 
a number of the units at a price of 
about $15,500 each at a time when the 
principal FHA indebtedness on each was 
$9,400. The purchasers were to pay 
$6,100 over a period of about 10 years 
to the partnership, after which time they 
would receive title, and also to make the 
payments due on the FHA mortgage, 
which would require a total of 14 years 
to be completely paid off. Taxpayer's 
gross profit on the sale was about $7,000 
and at issue is the question of which in- 
stallments are to be deemed to represent 
collections of the profit. Taxpayer 
argued that the gross profit should be 
spread out over all the payments includ- 
ing the final four years’, which would 
be made directly to FHA. Pointing out 
the administrative difficulties if a tax- 
payer is deemed to receive income on 
payments that never come to him, the 
court held that profit should be spread 
over all payments to the partnership or 
FHA up to the time that title passes. 
Thus, all the profit will have been re- 
ported by taxpayer at the end of the 
10-year period. Lamberth Estate. 31 TC 
302, non-acq., IRB 1959-25. 


DEPRECIATION 


Depreciation on patents purchased for 
profit interest is equal to annual pay- 
ment [Acquiescence]. Taxpayer received 
patents under a contract obliging it to 
pay 80% of its annual profit as the price 
of the patents. The Tax Court found 
that a reasonable allowance for deprecia- 
tion would be the annual profit share 
paid over. Prior acquiscence in result 
only (CB 1946-1,1) is withdrawn. As- 
sociated Patentees, 4 TC 979, acq., IRB 
1959-28. 


Depreciation allowable on storehouse 
prior to demolition [Acquiescence]. Tax- 
payer had bought a tract of land that 
had a house on it, adjacent to property 
being developed as a shopping center. 
They rented the house for a while and 
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later used it for storage. The Commis- 
sioner denied depreciation on the house 
on the ground that it had been bought 
with the intention of demolishing it. 
The court allowed the deduction saying 
the partners’ intention was to rent or 
use the house and then sell it for re- 
moval. It also allowed depreciation on 
automobiles which it finds were used for 
business. Lamberth Estate, 31 TC 302, 
acq., IRB 1959-25. 


Aggregates originally dredged for gold 
qualify for sand and gravel depletion. 
[Acquiescence]. Taxpayer leased prop- 
erty to remove rock, sand and gravel. 
The property had previously been 
dredge-mined for gold, and in that 
process the aggregates (rock, sand and 
gravel) had been picked up and then 
dumped back on the land after the gold 
had been extracted. The Commissioner 
contended that the aggregates thereby 
lost their status as natural deposits, and 
were no longer minerals “in place” so 
as to qualify taxpayer for a percentage 
depletion allowance. The court dis- 
agreed. The property had never been 
worked for aggregates; taxpayer was 
working a natural deposit in place for 
the first time and is entitled to the de- 
pletion allowance. Pacific Cement & 
Aggregates, Inc., 31 TC 136, acq., IRB 
1959-23. 

Contractor can’t amortize property 
owned by the Government. Taxpayer 
constructed emergency facilities for the 
Government and was to be reimbursed 
in sixty After 
three years the emergency period termi- 


monthly installments. 
nated and it exercised its right to termi- 
nate and received the unpaid install- 
ments (about half the total) all at once 
in 1946, not an EPT year. These re- 
imbursements were included in taxable 
income as received. Taxpayer elected 
emergency amortization on the facilities 
over the emergency period. Thus tax- 
payer claimed amortization in EPT 
years (1942-1945) with the heaviest 
income in 1946. The Commissioner 
asserted that the final reimbursement 
accrued in 1945 and allowed amortiza- 
tion in each year equal to the reimburse- 
ment. The District Court denied tax- 
payer amortization. Though technically 
it had title, taxpayer did not really bear 
the cost and had no risk of loss. Just as 
only the real owner can claim deprecia- 
tion, so only he can claim amortization. 
This court affirms. Amortization is 
limited by the Code to the adjusted 
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basis for the facility. Here taxpayer had 
no adjusted basis since someone else 
bore the cost. But since taxpayer re- 
ported reimbursements from the govern- 
ment as income and the point was not 
contested, the court upholds the Com- 
missioner’s allowance of amortization de- 
to the amount of the re- 
Lake Erie Engineering 
22/59. 


ductions equal 
imbursements. 


Corp.. CA-2, 6 


Jury allows corporation to depreciate 
swimming pool near stockholder-em- 
ployee’s home. Taxpayer corporation 
and its principal stockholder-employee 
sue to recover assessments of $21,000 and 
$25,000. The Commissioner partially dis- 
allowed deductions for travel and enter- 
tainment, for officer’s salary and for de- 
preciation on a swimming pool located 
adjacent to the stockholder’s residence. 
The disallowed items were added to the 
stockholder’s income. Expenses incurred 
by the stockholder for the sole purpose 
of being close to his hospitalized wife in 
another city were treated the same 
His income was also increased by 


way. 
$500 
to cover his alleged personal use of a 
Cadillac owned by the corporation, and 
a penalty was imposed for substantial 
underestimation. The trial judge in- 
structed the jury that if an expense is 
appropriate and helpful to tue business 
and has a direct connection with it, then 
it is an ordinary and necessary business 
expense. Without specification as to par- 
ticular issues, the jury found both tax- 
payers entitled to refunds of about 95% 
of the amounts claimed. Doughboy In- 
dustries, Inc., DC Wis., 5/14/59. 


DEDUCTIBILITY 


Obsolescence deduction permitted in 
year prior to abandonment. Marion Dav- 
ies held brownstone houses at Park Ave. 
57th Street in New York City 
through her wholly-owned corporation, 
taxpayer here. In 1951 she had a real es- 


and 


tate expert make a study of the economic 
value of the property. He recommended 
demolition of the existing buildings and 
construction of an office building. Archi- 
tects, building contractors, and a real es- 
tate agent were retained, together with 
an attorney, to carry out this plan. The 
buildings were not demolished nor even 
abandoned until 1953, but taxpayer in- 
sists its intention was so firmly established 
in 1952 that it is entitled to a deduction 
for full abandonment in that year. It 
claimed the undepreciated basis of the 
buildings. The court rejects this conten- 
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tion, but does accept an alternative argu- 
ment that taxpayer is entitled to a loss 
deduction in 1952 for accelerated depre- 
ciation or obsolescence equal to 12/18 of 
the book value of the buildings, with the 
remaining 6/18 being deductible in 1953. 
Cosmopolitan Corp., TCM 1959-122. 


Must amortize over new lease costs of ter- 
minating old leases. Payments made by 
an owner of property to his tenants, and 
his forgiveness of rents which had already 
become due, in order to induce the ten- 
ants to voluntarily vacate their premises 
so that he could obtain a new long-term 
lease, are additional costs of the new lease 
to be amortized over its life. Furthermore, 
being on the accrual basis, the owner 
must include in his income the accrued 
rent which had been forgiven. Cosmo- 
politan Corp., TCM 1959-122. 


Claimed business expenses allowed in 
full; taxpayer accepted as credible wit- 
ness. A butcher showing gross sales of 
$62,400 for 1954 deducted as wages, rent, 
and other business expenses paid, the 
sum of $9,700. He later lost his business 
and his records. The Commissioner dis- 
allowed all of the expenses even though 
taxpayer gave some but not much corro- 
borating evidence. The court finds the 
expenses claimed were not unreasonable 
for the business, and since there was no 
reason to believe taxpayer was untruth- 
ful as a witness, or that the amounts 
claimed were not actually paid, it allows 
the deduction of the full sum. Adler, 
TCM 1959-115. 


Commission paid to state official held de- 
ductible. Taxpayer bought real estate 
from the State of Missouri and later sold 
it at a substantial profit. He made a pay- 
ment to the State Land Commissioner 
who was also a licensed real estate oper- 
ator and claimed a deduction for it. The 
Tax Court allows the deduction saying 
that the Government had failed to prove 
that the payment was illegal or against 
the public policy of the State. Hoover, 
32 TC No. 55 


Voluntary repayment of income not de- 
ductible. In accordance with an agree- 
ment entered into between the taxpayer, 
a lessor of mining property, and a mining 
company, the taxpayer received a percen- 
tage of the net income from the mining 
operations. In the following year, the par- 
ties agreed to a lower percentage retro- 
active to the earlier year. Taxpayer 
claimed a deduction for the repayment 


he was required to make. The Tax Court 
holds that the repayment was not an or: 
dinary or necessary business expense but 
was more in the nature of a capital ex- 
penditure recoverable through future de- 
pletion. The claim-of-right doctrine is in- 
applicable since the payment was not 
previously reported income to which the 
taxpayer was not entitled, it was a pure- 
ly voluntary payment. Grandview Mines, 
$2 TC No. 65. 


CAPITAL GAINS 


Ordinary income on payment for re. 
linquishing employment contract. A 
lump sum payment received by a rail- 
road employee for relinquishing all 
seniority rights, and terminating his em- 
ployment in a particular position, is 
ordinary income not capital gain. There 
was no sale or exchange of a capital 
asset. Rev. Rul. 59-227. 


Capital gain on sale of pelts from mink 
breeding stock. Taxpayer, a mink farmer, 
culled out the inferior animals in his 
mink breeding herd to maintain prime 
strains of mink. Since there was no 
market for the live mink, the taxpayer 
killed the culled breeders and sold their 
pelts. The Commissioner took the posi- 
tion that the gain was ordinary; he 
conceded that had the mink been sold 
alive capital gain would be allowable 
on these animals used in the business 
for breeding. Noting that on substan- 
tially identical facts a district court held 
for the taxpayer (Cook, 165 F. Supp 
212), the Tax Court rules that these 
pelts are 123l-assets and gain upon 
sale is capital. The fact that the live 
breeders were held primarily for use in 
the taxpayer’s business was not altered 
by the sale of their pelts with pelts from 
animals raised for that purpose only. 
That there was no sale of actual live- 
stock is immaterial, it is not necessary 
for a 123l-asset to be sold in the form 
in which it was held by the taxpayer. 
Edwards, 32 TC No. 64. 


All cattle were held for breeding; capital 
gain allowed on culls [Acquiescence]. 
The court found taxpayer's argument 
not unrealistic that, as a new breeder, 
he was engaged primarily in building 
up his herd and that all animals were 
held for breeding. Consequently he was 
allowed capital gain on the sale of all 
culls. The fairly extensive advertising 
of animals for sale is not inconsistent 
with this position, the court noted, as 
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taxpayer was forced to do more publicity 
work than old-established breeders. This 
activity is not proof that animals were 
held for sale. Two judges dissented, say- 
ing that taxpayer contemplated selling 
some animals at a profit even while he 
was building up his herd and that it is 
unrealistic to regard all of those sold 
as part of the breeding herd. Hancock, 
$1 TC 752, acq., IRB 1959-28. 


Real estate deemed held for investment. 
A partnership in the construction busi- 
ness and one of its partners from time to 
time used excess funds to purchase 
undeveloped. On _ the 
ground that the property was held for in- 
vestment rather than sale, the Tax Court 
accords capital gain treatment to the 
profits on sale. It bases its finding on the 


fact that these gains represented a rela- 


land, usually 


tively small part of the taxpayers’ total 
income, there was no general practice of 
advertising the property for sale, im- 
provements to the property were gener- 
ally insignificant and the taxpayers did 
not subdivide the land. Also important 
was the fact that the property was held 
for periods of time ranging from 1 to 27 
years. Hoover, 32 TC No. 55. 


Completed portion of building is 117(j) 
asset. About five months were required 
for taxpayer to construct a storage build- 
ing to be used in his business. Three 
months after completion, the building 
was destroyed by windstorm. During the 
same taxable year taxpayer had a gain on 
the sale of a 117(j) asset, an auto used in 
the business. The taxpayer claimed a cas- 
ualty deduction for the full windstorm 
loss and treated the auto sale as capital 
gain, reasoning that the building had not 
been held by him for more than six 
months and was therefore not a 117(j) 
asset. Section 117(j) (Section 1231 of the 
1954 Code) requires offsetting gains and 
losses on sales and involuntary conver- 
sions of business assets held over six 
months. The Tax Court holds that the 
full gain on the auto is to be offset against 
the loss, saying that the building is in 
effect separable into two portions and the 
portion of the building completed more 
than six months before the windstorm 
was a 117(j) asset. Draper, 32 TC No. 49. 


Ordinary income on sale of patent to 
controlled corporation. The Code denies 
capital gain on the sale of depreciable 
property to an 80%-owned corporation. 
The IRS now rules that this prohibition 
applies to a transfer by a holder of a 





patent of all the substantial rights in the 
patent where the patent is depreciable 
property in the hands of the corporation. 
Rev. Rul. 59-210. 


Land subdivided, improved and sold, 
still a capital asset. Taxpayer was able to 
acquire a certain personal residence only 
by also purchasing a stretch of unde- 
veloped adjoining land. He realized that 
if he later sold the land as one parcel, the 
purchaser might construct unattractive 
houses on it and decrease the value of his 
own house. He therefore subdivided the 
land, made slight improvements and then 
sold individual lots subject to restrictions 
as to the type of a house that might be 
built. Taxpayer’s full-time employment 
was as a new-house salesman but the sale 
of these lots was unrelated to his employ- 
ment. Although he had acquired the land 
with the intent of immediately selling it, 
the Tax Court finds the property was a 
capital asset because the taxpayer was 
not in a separate real estate business. The 
facts which swayed the court were that 
taxpayer had had no prior real estate 
dealings, advertising was limited, no real 
estate agent or broker was used and the 
improvements were the minimum re- 
quired by local law. Ayling, 32 TC No. 
59. 


Ordinary income from lease with option. 
Taxpayer rented equipment to its cus- 
tomers and gave them an option to apply 
the rental payments towards the pur- 
chase of the property. Taxpayer credited 
the periodic payments to a rental income 
account but upon a later sale removed 
them from that account and reported 
them as sales proceeds to be taxed at capi- 
tal gain rates. The Tax Court holds that 
taxpayer’s accounting methods must be 
disregarded and effect be given to the 
intention of the parties to the agreement. 
The parties intended a rental agreement 
and only payments made after exercise 
of the option are the proceeds of a sale. 
The court rejects taxpayer’s suggestion 
that a “‘wait-and-see” method be used and 
the nature of the income be determined 
as of the date the option is exercised or 
forfeited; each taxable year is a separate 
unit. Lester, 32 TC No. 60. 


WHAT IS INCOME 


Sole stockholder taxable because of jour- 
nal entry charging part of advances as 
salary. Taxpayer, the active manager and 
sole stockholder of a corporation, re- 
ceived advances from his corporation 
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which were carried on the corporate 
books as an account receivable, and 
which taxpayer intended to repay. When 
the debit balance in the account was 
$26,700 the account was credited in the 
amount of $12,000 which item was noted 
in the corporate journal as annual salary 
to taxpayer. At the end of that year tax- 
payer executed a demand note payable 
to the corporation in the amount of 
$14,700 to cover the balance in the ac- 
count. The court holds the doctrine of 
constructive receipt, insofar as it relates 
to the ability of the corporation to have 
paid taxpayer's salary in cash, is not sig- 
nificant because the $12,000 credit ef- 
fected a reduction of a debt to the corpo- 
ration and was not a cash payment. Tax- 
payer derived economic or financial bene- 
fit from this $12,000 credit which repre- 
sents taxable compensation to him in the 
year of credit. Bower, TCM 1959-124. 


Payments into cemetery maintenance 
fund excludable. A court decree ordered 
taxpayer to set aside certain percentages 
of the proceeds of sales of cemetery lots 
in a maintenance fund to be invested 
in securities, and maintained at a speci- 
fied value. The court holds that pay- 
ments into the fund are impressed with a 
trust and excludable from gross income. 
The court also determines that taxpayer 
had a capital gain on the sale of a strip of 
land to the Menninger Foundation, and 
that an uncollectible bad debt was de- 
ductible. Cemeteries of America, Inc., DC 
Kan., 5/28/59. 


Fees paid to resigned executrix are in- 
come. Taxpayer, co-executor of an es- 
tate, was asked to resign. She did but 
nevertheless received her statutory com- 
missions. The Tax Court rejects her con- 
tention that the commission was a gift 
by the decedent; the decedent’s intention 
was to give her taxable income, other- 
wise an outright bequest would have 
been made. Nor was the commission a 
gift by the estate; it was paid to the tax- 
payer to encourage her to resign. Kenny, 
32 TC No. 63. 


Death benefits from exchange gratuity 
fund not taxable. The Tax Court found 
a gratuity fund created by the Phila- 
delphia-Baltimore Stock Exchange to be 
a mutual insurance company and _ its 
contracts with its members were essen- 
tially life insurance. Payments on the 
death of the insured are therefore ex- 
cludable from the gross income of the 
beneficiaries. Moyer Est., 32 TC No. 47. 
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WHOSE INCOME 


Sweepstake splitting pact void; winnings 
taxed to husband. Taxpayer purchased a 
sweepstake ticket and registered it in his 
niece’s name in exchange for her promise 
to pay him one-half of the winnings. He 
also promised his nonresident alien wife 
that she would receive one-half of his 
share, one-quarter of the whole. There- 
after, the ticket proved a winner to the 
extent of some $140,000. Taxpayer re- 
ceived $70,000 as his share but never 
made a payment to his wife of her share 
other than a deposit made many months 
later of $16,000 in a joint bank account 
over which he retained control. The Tax 
Court holds that this type of agreement 
though void and unenforceable must be 
given tax effect when specifically com- 
plied with. Since taxpayer did not carry 
out his agreement with his wife, he is 
taxable for his full one-half share. Tav- 
ares, 32 TC No. 51. 


Sales of controlled selling corporation 
reportable by parent, the manufacturer. 
Taxpayer, as a sole proprietor, manufac- 
cementing equipment. 
Upon receiving an order for over $500,- 


tured oilwell 
000 of equipment for Venezuelan wells, 
he formed a Venezuelan corporation to 
sell and service his products and to 
service other equipment previously ex- 
ported by him. The taxpayer was the 
majority stockholder of the new corpora- 
tion and controlled and managed its af- 
fairs. Though he contracted to sell it 
equipment at cost plus 10%, 


,, the prices 
billed were in fact less than 10% of list 
price. In addition he claimed a deduction 
for amounts charged by the subsidiary for 
technical services to buyers. This was 
computed as 90%, of the sales prior to in- 
corporation. The Tax Court disallows all 
but a small part of this deduction, hold- 
ing that it was not an ordinary or neces- 
sary expense. In addition, to reflect the 
true income of the taxpayer, the court 
treats all of the sales of the foreign cor- 
poration as taxpayer’s sales but allows a 
reasonable deduction for selling and ser- 
vice expense. Hall, 32 TC No. 39. 


BAD DEBTS 


Casual lender cannet deduct debts as 
business loss. Taxpayer, who had made 
advances to a corporation which was 
later declared a bankrupt, is denied a 
deduction for his loss as a business bad 
debt. He was not regularly engaged in the 
business of lending money; he had no of- 
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fice; he ‘employed no agent or other per- 
son to solicit or to handle loans; he did 
not advertise that he was engaged in 
money-lending and he didn’t maintain 
books of account for such a business. The 
court holds he was merely a passive and 
casual lender, and can deduct the loss 
as a nonbusiness bad debt (short term 
capital loss). Weller, TCM 1959-128. 


Lawyer-investor denied business bad debt 
deduction. A lawyer agreed to back a 
former client who was engaged in the 
development of a revolutionary machine. 
The lawyer advanced substantial sums of 
money but the project was a failure. He 
claimed a business bad debt deduction 
for the advanced. On _ the 
ground that the lawyer was not in the 
separate business of promoting, financ- 
ing, managing or making loans to busi- 
nesses, the Tax Court holds that this was 
business bad debt. Further, the 
court notes that the taxpayer did not 
show he had ever reported ordinary in- 
come from a profitable venture and sug- 
gests that there is a separate business only 
where there is material and continuous 
business activity. Protecting, enhancing 


amounts 


not a 


or managing one’s investments, no mat- 
ter how extensive or time-consuming, is 
not a separate trade or business. Rollins, 
32 TC No. 54. 


Debt not worthless in taxable year. Tax- 
payer, an attorney, lent money to an in- 
dividual engaged in business who as- 
signed to him all royalty and patent 
rights in certain machinery. The venture 
was a failure and the taxpayer did not 
fully recover his advances. The Tax 
Court holds that there was no worthless- 
ness in the taxable year. The taxpayer's 
later actions indicated that he still had 
hope of making the venture profitable 
and he made genuine efforts toward that 
end. After the taxable year he continued 
to receive royalties which were applied 
against the loan. Rollins, 32 TC No. 54. 


OTHER DECISIONS 


Commissioner’s determination of zero 
basis “patently absurd.” Since the court 
found that the transaction in which tax- 
payer corporation acquired its assets was 
not a tax-free reorganization, the basis 
of the assets was their fair market value 
at the date of the exchange. The Com- 
missioner assigned a zero basis to the 
assets, but the court finds this to be 
“patently absurd.” Plaintiff's expert wit- 
nesses gave uncontroverted 


testimony 


that the value of the assets at the date 
of the exchange totalled $223,300. The 
court also allows deductions for the 
capital stock tax accrued and paid in a 
taxable year, and for vacation pay ac- 
crued for a taxable year. It further 
allows an abandonment loss for the full 
cost of a worthless patent. Maine Steel 
Inc., DC Me., 6/23/59. 


Arm’s-length sale cannot be ignored in 
determining fair market value. The fair 
market value of an apartment hotel when 
it was acquired by taxpayer as the result 
of the liquidation of a corporation wholly 
owned by him is determined at $1,000,- 
000, the price at which the property was 
sold in an arm’s-length transaction im- 
mediately after the liquidation. Taxpay- 
er had contended that the sale was in the 
nature of a forced sale because it was 
required by the condition of his health, 
which was jeopardized by difficulties with 
his tenants. The court however holds it 
cannot ignore the contemporaneous 
arm’s-length sale as a satisfactory cviter- 
ion of fair market value. Slater, TCM 
1959-125. 


Can’t compute basis of destroyed prop. 
erty as cost less tax saved by depreciation. 
The cost to taxpayer of three boats com- 
pletely destroyed by fire had been stipu- 
lated at $225,000. Annual depreciation 
claimed and allowed at the time of the 
loss amounted to $224,997. The court 
holds the correct basis for determining 
the amount of gain realized by taxpayer 
through the involuntary conversion of its 
boats is $3, the cost less the allowed de- 
preciation. Taxpayer argued that the 
basis should be cost less actual tax bene- 
fit resulting from the depreciation al- 
lowed (52% of $224,997), but the court 
rejects the argument as having no statu- 
tory or judicial support. Russell Wolf & 
Co., Inc., TCM 1959-126. 


Property was acquired by inheritance 
despite earlier delivery of deed. In 1%}, 
decedent told her attorney that she want- 
ed her children (taxpayers) to receive her 
real property when she died. She exe- 
cuted a deed, naming taxpayers as gran- 
tees, containing the following provision: 
“The grantor herein expressly reserves 
the sole and exclusive use and ownership 
to the lands hereinabove described, dur- 
ing the whole of the grantor’s lifetime.” 
The deed was delivered to her attorney, 
but was never recorded. Later she nego- 
tiated to sell the property, but was un- 
successful. In 1949 when she died, her at- 
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torney delivered the deed to the taxpay- 
ers. The court holds that the taxpayers 
acquired title at the date of the dece- 
dent’s death. Under Kansas law delivery 
must be unconditional and unreserved 
to pass title to the grantee, and the gran- 
tor must intend to divest himself of title. 
Here, the decedent continued to exer- 
cise dominion and control over the prop- 
erty long after she had delivered the deed 
to her attorney. Taylor, DC Kan., 5/29/ 
59. 


Basis of jointly owned and separate prop- 
erty determined. Taxpayer and his moth- 
er were joint owners of two pieces of 
property inherited from the taxpayer's 
father. In addition, the taxpayer’s moth- 
er owned a separate piece of property 
also inherited from the father. Upon the 
death of his mother, the taxpayer became 
the sole owner of all the properties. The 
Tax Court requires that two separate 
bases be used. The jointly held property 
did not acquire a new basis upon the 
mother’s death but retained its original 
basis, the fair market value of the prop- 
erty at the date of the father’s death ad- 
justed for depreciation from that date. 
The basis of the property which had been 
owned by taxpayer’s mother is the fair 
market value at the time of her death. 
Using these revised methods, the Tax 
Court determines that the adjusted basis 
of the jointly held property had already 
been fully recovered by depreciation and 
taxpayer is entitled to no more deprecia- 
tion. Timanus, 32 TC No. 56. 


Note of doubtful value not income until 
collected. Taxpayers sold their stock in a 
corporation. The purchasers originally 
agreed to pay cash but, because of finan- 
cial difficulties, gave a note secured by 
the stock. Because of the unfavorable 
financial condition of the maker, the un- 
certain value of the security, and the fact 
that the note was subject to a restrictive 
escrow arrangement, the court finds that 
the note had doubtful market value and 
holds that it was not includible in tax- 
payers’ income prior to collection. Dud- 
ley, 32 TC No. 50. 


Stock not worthless in taxable year. Tax- 
payer became a stockholder in a corpora- 
tion formed to attract industry to the 
community. Five years later, he claimed 
a deduction on the ground that the stock 
was then worthless. The Tax Court dis- 
allows the deduction, holding that the 
taxpayer failed to prove that the stock 
had value at the beginning of the year 





and that it was lost during the year. The 
court implies that the stock never had 
value since the corporation did not ac- 
tually operate a business. Hoover, 32 TC 
No. 55. 


Loss carryover must be corrected for 
renegotiation and amortization, but not 
for EPT changes [Acquiescence}. At 
issue here is the computation of the 
1944 income in figuring the amount of 
loss carryback from 1946. Taxpayer's 
1944 income as originally reported was 
reduced by subsequent renegotiation of 
profits and recomputation of accelerated 
amortization when the original 60- 
month period was shortened at the end 
of the war. Due to these changes, the 
original 1944 excess profits tax was re- 
funded in part. The court held that the 
Lewyt case (349 U. S. 237) required that 
the 1944 excess profits tax as accrued 
at the end of 1944 is the tax to be de- 





* Tax Court finds alternative tax on gross 
receipts of mutual insurance companies 
(other than life) is constitutional. In 1942 
Congress adopted a new method of tax- 
ing mutual insurance companies other 
than life. Tax was to be computed at 
either (1) regular rates on net invest- 
ment income or (2) 1% on gross re- 
ceipts from interest, dividends, rents and 
premiums, less dividends to _ policy- 
holder, whichever was larger. Taxpayer 
here filed the required return, showed 
the tax due (the 1% tax on receipts), 
but made no payment. A letter at- 
tached to the return, signed by the com- 
pany’s general counsel, said the com- 
pany regarded the tax as unconstitu- 
tional. The Tax Court upholds the 
validity of the tax. Judge Raum, writ- 
ing for the majority, points out that 
the Constitution gave Congress broad 
taxing powers, limited only by the pro- 
vision that direct taxes must be ap- 
portioned, and the Sixteenth Amend- 
ment merely removed the requirement 
that income taxes be apportioned. He 
finds that this tax is not a direct tax and 
the Sixteenth Amendment is therefore 
irrelevant. It is within the taxing powers 
given in the Constitution itself. Two 
judges dissent on the ground that the 
Tax Court did not have jurisdiction. 
There was, they say, no deficiency; tax- 
payer’s return showed the amount due; 
this was an assessment and the deficiency 
letter was a nullity. Two judges dissent 
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ducted (the Code allows the deduction 
of EPT in computing net income to 
which the carried over loss is applied). 
However, renegotiated profits repaid 
and additional accelerated amortization 
should be deducted as finally deter- 
mined. The Commissioner argued that 
the different treatment of these 
is illogical, but the court held itself 
bound. Nor will it consider the argu- 
ment that the EPT refund was in effect 
a tax benefit that should be considered 
in this computation. That argument was 
rejected in Budd, (252 F.2d 456). Jacobs, 
30 TC 1194, acq., IRB 1959-25. 


items 


Severance damages in condemnation 
award must be stipulated. An award re- 
ceived from a condemning authority will 
not be considered as severance dam- 
ages unless designation as such has been 
stipulated by both contracting parties. 
Rev. Rul. 59-173. 


on constitutional grounds. They ap- 
proach the question first by considering 
whether the tax is on income within the 
meaning of the Sixteenth Amendment. 
They find it is not on income because it 
makes no provision for deduction of 
expenses and losses. The Sixteenth 
Amendment being found irrelevant, 
they turn to the original Constitution 
and find that this tax must be con- 
sidered a direct tax on property; it is 
invalid because not apportioned. Penn 
Mutual Indemnity Co., 32 TC No. 58. 


Deduction allowed for charity serving 
through fraternal societies. Taxpayer ad- 
vanced funds to a trust for the con- 
struction of a building to be used by 
fraternal societies exclusively for chari- 
table, religious, educational, scientific 
and literary purposes. The trust instru- 
ment was later amended to permit the 
use of the building by the general 
public for the same purposes. The Tax 
Court holds that the taxpayer was en- 
titled to a charitable deduction because 
during the years in question the sole 
activity of the trust was holding funds to 
be used for construction for properly 
limited purposes. Draper, 32 TC No. 49. 





**kindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 
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IRS insistence on proper requests 


will mean faster private rulings 


= PRACTITIONERS EVERYWHERE are 
concerned about the implications of 
recent IRS pronouncements about rul- 
ings procedure; this is quite understand- 
able inasmuch as a substantial part of 
tax practice is prophesying what the 
Commissioner will think about the tax 
consequences of actions and 
whether he will put it in writing. Any 
public statement from the Commissioner 
casting light on how ruling requests 
should be prepared (Rev. Proc. 59-22) or 
how they are processed within the IRS 
(TIR-164) commands the immediate at- 
However, it 


clients’ 


tention of practitioners. 
seems clear that these recent pronounce- 
ments of the Commissioner will not 
vitally affect the rulings process, at least 
insofar as most practitioners are con- 
cerned. The first was, in effect, a mere 
restatement of requirements relating to 
the preparation of ruling requests that 
have been well-known to most practi- 
tioners since 1954; and the other is 
principally a statement of a change of 
procedure within the IRS relating to the 
review of published rulings, a change 
which should have the effect of expedit- 
ing IRS handling of most individual rul- 
ing requests. 

In Rev. Proc. 59-22, which appeared 
also in TIR-165 on June 26, 1959, the 
Service stated that henceforth strict com- 
pliance on the part of taxpayers with 
the rules regarding requests for rulings 
as set forth in Rev. Rul. 
be necessary, especially the provisions 
that require “that if a taxpayer is con- 
tending for a particular determination, 
he must submit an explanation of the 
ground for such contention together 
with a memorandum of relevant authori- 
ties.” Rev. Proc. 
that “Even though the taxpayer is urg- 


54-172 would 


59-22 goes on to say 


ing no particular determination or de- 
terminations with respect to a prospec- 
tive transaction, it is required that he 
state his views as to the tax results of 
the proposed transaction, accompanying 


them with a memorandum of relevant 
authorities.” Otherwise, the IRS file re- 
lating to ruling requests on a prospec- 
tive transacton may be closed, ‘subject 
to reopening if, and when, the applica- 
tion is completed in conformity with the 
requirements (of Rev. Rul. 54-172).” 
Inasmuch as IRS procedure for issuing 
taxpayer rulings developed informally 
(without specific statutory authority) 
over a period of many years, ruling 
methods and requirements never crystal- 
lized until recently. However, in 1954, 
the Commissioner issued Rev. Rul. 
172 (1954-1 C.B. 394) in which he 
spelled out in considerable detail the 
requirements and procedures govern- 
ing the submission and processing of 
taxpayer rulings. Although this revenue 
ruling has been subsequently modified 
or amplified from time to time by later 
revenue rulings or revenue procedures, 
it nevertheless has remained the “Bible” 
on rulings practice. Though IRS officials 
point out that this revenue ruling al- 
ways contained requirements now no 
more than reiterated in Rev. Proc. 59- 
22, the action now taken by the IRS has 
raised eyebrows among practitioners, 
who may consider that they have always 
been complying with the requirements 
of Rev. Rul. 54-172 in the first place. 
Discussion of the reasons underlying 
the promulgation of Rev. Proc. 59-22 
with various officials of the IRS indicates 
that present reiteration of the old re- 
quirements relating to the preparation 
of ruling requests can be accounted for 
by the simple fact that some _practi- 
tioners have, in preparing ruling re- 
quests, flagrantly ignored the basic re- 
quirements of Rev. Rul. 54-172. Often, 
they have submitted an unorganized 
mass of facts to the Service relating to a 
prospective transaction and then blandly 
requested to be informed of the tax con- 
sequences of the transaction. Obviously, 
such a procedure throws a substantial 
burden of analysis and research upon 


the already overworked technicians of 
the Tax Rulings Division. It is under: 
stood that complaints have been build- 
ing up within the IRS with respect to 
this type of ruling submission, a method 
whereby practitioners have, in effect, 
asked the Commissioner to practice law 
for them. Although it is understood that 
such practice has not been widespread, 
it has nevertheless occurred with suffi- 
cient frequency to constitute an inrri- 
tant within the Tax Rulings Division, 
The Service is aware, as many practi- 
tioners frequently are not, that the issu- 
ance of rulings is essentially a service 
to taxpayers which the IRS is not re- 
quired by law to perform. 

Accordingly, those practitioners who 
have in the past been preparing requests 
for rulings with a careful eye on the re- 
quirements of Rev. Rul. 54-172 need not 
fear the impact of Rev. Proc. 59-22. Pre- 
sumably, these requirements will in the 
future, as they have in the past, be in- 
terpreted in a common-sense manner; 
for example, when the facts on which 
a request is based are cut and dried 
and the issues are not complex, the Tax 
Rulings Division is not going to demand 
an unnecessarily elaborate memorandum 
of analysis or authorities. In such cases, 
both the request itself and the refer- 
ence to authority can still be short and 
simple. However, if the tax practitioner 
has been slack in the past with respect 
to the manner in which he has prepared 
his more complicated ruling requests, 
Rev. Proc. 59-22 tells him that he may 
anticipate having his case closed, sub- 
ject to reopening if and when his ap- 
plication is completed in conformity 
with the requirements of Rev. Rul. 54- 
172. For most practitioners, therefore, 
Rev. Proc. 59-22 should be considered 
a welcome statement, since it undoubt- 
edly means that the carefully prepared 
ruling request will receive more expe- 
ditious treatment within the IRS than 
formerly, since personnel will no longer 
be preoccupied trying to digest the ill 
prepared requests. 


Published ruling procedure 


In TIR-164, dated June 16, 1959, 
Commissioner Dana Latham announced 
a new procedure whereby the Com- 
missioner’s Office would hereafter re- 
quest consideration of published rulings 
prior to publication by the Office of the 
Chief Counsel only in those cases where 
the Commissioner’s Office determines 
that such consideration is necessary 
or desirable. Practitioners wondered 
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whether this announcement signified a 
change in the relationship between the 
Commissioner’s Office and the Office of 
the Chief Counsel and, in particular, 
whether this new procedure would have 
any effect on the handling of individual 
ruling requests within the IRS. 

can best be 
understood against an explanation of 
an internal procedure under which rul- 
ings have heretofore been reviewed in 
the Office of the Chief Counsel. Gen- 
erally speaking, it has always been the 
policy of the 
(which, of course, is in the Commis- 
sioner’s Office and which handles all rul- 


This announcement 


Tax Rulings Division 


ing requests in the first instance) to ask 
review of a proposed taxpayer's ruling 
by the Office of the Chief Counsel only 
if the ruling appears to present difficult 
legal or policy issues or questions likely 
to give rise to litigation. At the same 
time, it has been the policy of the Tax 
Rulings recommend for 
publication by the Bulletin Branch of 
the Internal Revenue Service those rul- 
ings which present issues or a set of 
facts not adequately dealt with in pre- 
vious Thus the 
criteria which the Tax Rulings Division 
applies in deciding to recommend publi- 


Division to 


published rulings. 


cation are quite different from those 
determined 
whether review by the Chief Counsel’s 
ofice would be sought. Thus, the Tax 
Rulings Division might or might not 
recommend publication of rulings pre- 


which have in the past 


viously reviewed by the legal staff of the 
Chief Counsel’s Office. However, it has 


IRS is already using 


also been the policy of the Commis- 
sioner’s Office to send all rulings recom- 
mended for publication to the Chief 
Counsel for review prior to publication 
—a substantial and time-consuming re- 
sponsibility. 

In recent years, the review of rulings 
by the Interpretative Division of the 
Chief Counsel’s Office has become an in- 
creasingly heavy burden. An unfortun- 
ate result of this growing workload on 
the understaffed Interpretative Division 
has been, as every practitioner knows, 
increasing delay in the issuance of rul- 
ings (published and unpublished) which 
are routed through the Chief Counsel’s 
Office. 
doubtedly been caused by the often un- 
unnecessary requirement that all pub- 
lished rulings be reviewed by the Chief 


Much of this delay has un- 


Counsel. It is anticipated, accordingly, 
that elimination of this requirement 
will leave the Chief Counsel’s Office freer 
to concentrate on those rulings which 
present difficult legal questions. 

Some fear has been expressed that the 
quality of published rulings—and, ac- 
cordingly, their reliability as precedent 
—may suffer adversely now that all pub- 
lished rulings will no longer receive the 
attention of the Chief Counsel. Never- 
theless, the individual tax practitioner 
—to whom the increasing delay in ob- 
taining rulings that must be reviewed 
by the Chief Counsel has become a dis- 
turbing factor — will undoubtedly wel- 
come this new procedure, which should 
leave the Chief Counsel's staff freer to 
concentrate on difficult issues. w 


electronic data 


processing; great advantages foreseen 


os MEN will begin to see the effects 
of the IRS program for using elec- 
tronic data processors in the very near 
future. Agents should be able to get data 
from prior years, or from returns of re- 
lated taxpayers or from information re- 
turns, quickly and easily; the choice of 
returns to audit should be profoundly 
affected as more and more data is avail- 
able; and information returns will un- 
doubtedly shift in status from a largely 
unused nuisance to a vitally important 
document to be prepared with the ut- 
most care. 

Commissioner Latham discussed the 
use already being made of this new 
equipment at a recent talk to Certified 
Public Accountants in Oklahoma. “We 


processed some 47 million returns with 
our high-speed electronic equipment 
this year, compared with 38 million last 
year, and we expect to reach the 60 
million mark next year,’ Mr. Latham 
said. As a result, $4 billion in refunds to 
taxpayers were scheduled by the end 
of May, just six weeks after the filing 
deadline. In addition, the new equip- 
ment vastly increases the Service’s ability 
information 
with returns filed. 


to match up documents 

Electronic processing in the IRS is 
needed, he said, because the number of 
taxpayers filing Federal income tax re- 
turns has skyrocketed from approxi- 
mately 8 million less than 20 years ago 
to 60 million today. In addition to the 
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individual income tax re- 
turns filed last year, the agency handled 
33 million other tax returns and 259 
million information documents, such as 
statements, 
tion dividend and interest payment re- 
ports, and the like. 


60 million 


tax withholding corpora- 


Starting with a pilot operation in 
1955 that processed one million returns, 
the program has been expanded in four 
years into located 
service centers at Ogden, Utah, Kansas 
City, Mo., and Lawrence, Mass. 

The service 


three strategically 


centers use electronic 
equipment to do such things as verify- 
ing the mathematics on individual re- 
turns, computing the tax owed, schedul- 
ing refunds, issuing tax bills, and turn- 
ing out notices of estimated tax pay- 
ments due. 

In addition, the centers process 
farmers’ claims for refund of taxes paid 
on gasoline used on their farms, mail 
tax blanks in the fantastic quantities 
necessary to serve taxpayers, and per- 
form a variety of other functions. 


Storing data from documents 


A more technical explanation of the 
problem facing the IRS, precisely how 
the electronic data processors work, and 
some of the uses foreseen for this equip- 
ment has been made by Julian K. Wil- 
liams of the Systems Development Divi- 
sion of the IRS. This Division, which 
is part of the Research and Planning 
office of the IRS is charged with de- 
veloping the plans for the introduction 
of this equipment and applying it to the 
IRS problems. He presents (in 9 The 
Tax Executive 170) what is to the tax 
man an intriguing discussion of the fa- 
miliar forms, credits and computations 
in the words of the systems engineer. 

The task of the IRS, as he states it, is 
to handle in excess of half a billion 
documents flowing into IRS _ processes 
each year, bearing many billions of data 
characters. The computer takes these 
data from the documents and _ stores 
them in a single place. This will be the 
prime file. It will contain all of the as- 
sociable data for the taxable entity in 
one place. “When there is only one 
place for the data, only one reference 
is needed to locate it. No such prime 
files for any taxable entities are main- 
tained in the revenue system presently. 
The fondest hope is that electronic data 
processors can be used to create and 
preserve such a prime file. 

“There are two principal uses of elec- 


tronic data processors: The assembly 











158 » 


The Journal of Taxation 


of a prime file is necessary to effect ac- 
counting controls; the maintenance of 
prime files of continuity is necessary to 
effect consistency controls. 

“The paper documents will be held at 
the point of data entry into the systems. 
They will be arranged in the order of 
entry. It is the like data which will be 
brought together in the form of record- 
ings on magnetic tape.” 


Other uses 


In addition to the work already being 
done at the IRS data processing centers, 
Mr. Williams envisages many other pos- 
sibilities. “The areas in which the data 
processing service can be extended,” he 
says, “are in the compilation and classi- 
fication of tax base data, the interpreta- 
tion of the rules of taxation, and the 
computations necessary to the applica- 
tion of the rates. 

“Specifically, the compilations and 
classifications which have taxation con- 
tinuance can be carried over. Historical 
information in connection with the basis 
for depreciation of capital assets, taxable 
income from annuity contracts and losses 
from operating or capital asset trans- 
actions once recited and validated, could 
be made useful to the taxpayer in his 
compilations and classifications for the 
forward periods. 

“Specifically, the interpretations of the 
taxability of the classifications—made by 
statute or ruling, and applied—could be 
entered into data files for subsequent use 
on behalf of the taxpayer. History has a 
way of repeating itself, electronically. 

“Specifically, the computations of the 
income and the tax can be increasingly 
taken over by the systems. For example, 
in Schedule K, Credit for Retirement In- 
come, Form 1040, can be seen an out- 
standing example of the computational 
work sheet. There are presented 23 
boxes for the entry of money values on 
the reports. In extreme situations, 21 of 
23 boxes would be required to contain 
an entry. Only six of these 21 boxes 
could contain base factors. The other 
boxes are used to record intermediate 
answers, that is, sums, remainders, prod- 
ucts, limiting constants, and so forth. All 
of these intermediate entries could be 
generated and used, in an instant, and 
disappear within the interior of an 
electronic robot. 

“It is possible to comprehend the con- 
struction and potential use of a con- 
cordance of the Internal Revenue Code. 
Such a compilation has been made for 
the Revised Standard Version of the 
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Bible. This was a demonstration of an 
existing problem of index and the solu- 
tion by use of electronic data processing. 

“Internal reporting on the effect of 
operations. in an elaborate and expe- 
ditious form, would be possible. Manage- 
ment information reporting is every- 
where intensified upon the introduction 
of electronic data-processing systems. 
Operations research studies involving 
lengthy and tedious calculations can be 
undertaken when machines with raven- 
ous appetites for numbers are at hand. 

“Possible improvements to the in- 
ternal audit exist in the use of electronic 
data processors. The course of the tests 
can be changed and the certification, to 
management, of the completeness and 
correctness of the internal data files can 
be made more explicit.” 


Other possibilities 


Mr. Williams saw other possibilities in 
electronic data processing operations, 





*All requests for rulings must contain 
memo on tax result. This Revenue Pro- 
cedure sets forth its purpose as being to 
call attention to the necessity of strict 
compliance with rules regarding requests 
for rulings on prospective transactions 
and it provides that requests not accom- 
panied by the proper statements of facts 
and law, as required by Rev. Rul. 54-172 
will be returned to the taxpayer. How- 
ever this Rev. Proc. 59-22 also contains 
two new requirements. It had previously 
been required that if a taxpayer is con- 
tending for a particular determination, 
he must submit an explanation of the 
ground for that contention, together with 
a memorandum of relevant authorities. 
It is now required that even though the 
taxpayer is urging no particular deter- 
mination with respect to a prospective 
transaction, he must state his views as to 
the tax results and include a memoran- 
dum of relevant authorities. Another new 
condition is that when documents are 
submitted, they must be accompanied by 
an analysis of how pertinent provisions 
of the documents bear on the issue. [See 
comiment p. 155.—Ed.] Rev. Proc. 59-22. 


Unenrolled preparers of returns must 
file signed fee statement. The IRS calls 
attention to the fact that an unenrolled 
preparer of returns, (as distinguishea 
from an enrolled attorney or agent), ap- 
pearing before the IRS, is required to file 


New procedural decisions this month 


but said that the pressing need is for the 
solution of the present problems. 

“The field of excise taxation, whether 
involved with reports or stamps or 
licenses, contains a universe of data 
needing assembly, comparison, selection 
and calculations by the most expeditious 
devices. Permissive control operations in 
the administration of the tax on alco. 
holic beverages involves data reporting 
and gathering on a grand scale. The 
registry and control of the transfer of 
certain firearms sets up the requirement 
for a huge file of data which must be 
serviced. 

“Of immediate interest are the possi- 
bilities of statistical reporting that can 
be undertaken when pertinent data of 
several tax years lies together in the file, 
This reporting would be above and 
beyond that which is required by 
present law. Such reporting would be of 
value to tax legislative counsels and to 
administrators.” % 


a signed statement that the preparer has 
or has not entered into a contingent fee 
arrangement. Terms of such arrange- 
ments must be disclosed. Rev. Proc. 59-16. 


Late-filing penalty approved. The evi- 
dence showing that taxpayer's return 
was not filed until July 16 and that no 
extension was granted, the court ap- 
proves imposition of the penalty for late 
filing. Warwick Est., DC Fla., 1/7/59. 


* Attorney must identify clients. Respon- 
dent, an attorney, was consulted by ac- 
countants about certain income omitted 
from a client’s return. He told them that 
an amended return might be the basis of 
prosecution, but that the tax should be 
paid. They thereupon obtained a cash- 
ier’s check for the tax deficiency and 
transmitted it to the IRS on behalf of the 
unidentified taxpayers. The attorney now 
refuses to disclose the names of the tax- 
payers. The court holds this refusal con- 
stitutes contempt of court. The attorney- 
client privilege does not extend to a dis- 
closure of the identity of the client. Baird, 
DC Calif., 3/25/59. 

*Supreme Court says IRS memo re tax- 
payer’s accountant’s statements not avail- 
able under new anti-Jencks law. Taxpay- 
er had been convicted of income tax 
evasion. On appeal he asserted that he 
was improperly denied the opportunity 
to inspect a memorandum prepared by a 
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Revenue Agent after conferring with tax- 
payer's accountant. The accountant had 
prepared an affidavit at that conference 
and had appeared as a Government wit- 
ness at the trial. The Circuit Court of 
Appeals held that the District Court 
properly denied inspection of the memo. 
The new law enacted after the Supreme 
Court in the Jencks case had required 
disclosure of statements by Government 
witnesses is not applicable here. That 
statute applies only to writings by the 
witness—the memorandum at issue here 
was merely the recollection of the Agent, 
not a statement of the witness. In an 
opinion written by Justice Frankfurter, 
the Supreme Court affirms. A major pur- 
pose of the Jencks act was to prevent 
undiscriminating production of govern- 
ment agents’ summaries of interviews re- 
gardless of their character or complete- 
ness. Congress intended that only those 
statements which could properly be 
called the witness’ own words should be 
made available to the defense for pur- 
poses of impeachment. Statements which 
evidence substantial selection of material 
or which were prepared after the inter- 
view without complete notes and hence 
rest on the memory of the government 
agent need not be produced. The opin- 
ion is based on the broad premise that 
statements which cannot be produced 
under the Jencks act cannot be pro- 
duced at all. In a concurring opinion, in 
which Justices Warren, Douglas and 
Black join, Justice Brennan takes excep- 
tion to this sweeping interpretation of 
the act, decision should be limited to the 
ground that the statement was not the 
witness’ own, and therefore need not be 
produced. Congress did not intend to 
invade the traditional discretion of the 
trial judges in evidentiary matters be- 
yond checking extravagant interpreta- 
tions of the Jencks decision. Palermo, 
Sup. Ct., 6/22/59. 


Interest due on full tax deficiency; 
amount paid was credited against next 
year’s estimated tax [Old Law]. Taxpay- 
er paid $19,000 on his 1944 declaration 
of estimated tax and on his 1944 return 
he showed it in full as an overpayment. 
He elected to take this as a credit 
against his 1945 estimate. This court 
affirms the Tax Court’s holding that the 
government may collect interest on a 
subsequently discovered 1944 tax de- 
ficiency, despite the fact that it was in 
continuous possession of the $19,000. 
The election to take the credit was bind- 
ing upon the Commissioner and could 


not have been changed by the taxpayer 
after the due date of the 1944 return 
and the 1945 estimate. [Section 6601(g) 
of the 1954 Code prohibits a charge for 
interest on a deficiency to the extent 
that the taxpayer would have been en- 
titled to interest if he had not taken the 
overpayment as a credit.—Ed.] Starr, 
CA-7, 5/20/59. 


IRS may examine union books [Certior- 
ari denied). The district court entered 
an order requiring a union to make its 
books and records available to the IRS; 
these records were actually in the cus- 
tody of the Senate (McClellan) Com- 
mittee, which consented to the order. 
The Third Circuit saw no reason to 
reverse. The IRS may examine books 
wherever found, the Senate makes no 
objection, and the tax exempt status of 
the union is no bar to examination. 
Cohen, cert. den., 5/18/59. 


Turnpike Commission can’t stop tax 
refund to fraudulent contractor. The 
Pennsylvania Turnpike Commission at- 
tempted to sue in the district court to 
prevent the government from making a 
tax refund to a contractor. The Com- 
missioner claimed an equitable right to 
the refund money because it had been 
defrauded by the contractor. The court 
denies the Commission’s petition for a 
rehearing since no persuasive reason is 
shown for extending the limited author- 
ity of the district court. Relief must be 
sought by getting a state court to re- 
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strain the contractor from disposing of 
the tax refund. One justice dissents on 
the ground that before turning the 
money over to the alleged wrongdoer, 
the district court should allow the Com- 
mission to establish its right to the 
money. Pa. Turnpike Comm., CA-3, 


/ 


6/26/59. 


Transferees liable for corporate deficien- 
cies. The parties stipulated that taxpay- 
ers were liable as transferees of a corpo- 
ration and that the deficiencies were not 
barred by the statute of limitations. In 
the absence of any evidence whatsoever 
bearing upon the deficiencies, the Com- 
missioner’s determinations against tax- 
payers as transferees are upheld. Hewitt, 
TCM 1959-87. 


Omission-of-income test applied to net; 
gross wasn’t disclosed. Taxpayer-husband 
understated his year-end inventory. How- 
ever the question whether he omitted 
25% of the gross was not important as 
the court found fraud, which kept the 
year open. His wife, reporting her half of 
the business income (it was community 
income) showed on her return only a net 
income figure,.the detailed profit and loss 
statement appearing on the husband's 
return only. The court therefore applies 
the 25% to that net saying that the Com- 
missioner cannot be required to take cog- 
nizance of figures not on the return. The 
omitted inventory being over 25% of the 
net she reported, the 5-year statute 
applies. Draper, 32 TC No. 49. 


New decisions on exempt institutions 





Reorganized trust qualifies as tax ex- 
empt. A trust whose income was to be 
applied solely for charitable purposes 
had previously been found to be a 
feeder organization for the years 1943- 
1947. (231 F.2d 673, cert. den. 352 U. S. 
828). It had operated a hotel business. 
The hotel was later leased to an out- 
sider and the income of the trust for the 
years now involved was limited to rents, 
dividends, interest and long-term gains 
on sales of securities and realty. The 
Tax Court finds that the trust is now 
entitled to tax-exempt status. The 
earlier determinations no longer applied 
because of the changed facts. That the 
trustees retained the power to engage in 
a trade or business or that trust might 
accumulate income for later distribution 
to charities does not alter status. John 
Danz Charitable Trust, 32 TC No. 43. 


Nonsalaried municipal officials may de- 
duct out-of-pocket expenses. Out-of-pock- 
et expenses incurred by nonsalaried, 
elected or appointed officials of a mu- 
nicipality in connection with their off- 
cial duties are deductible as contribu- 
tions. Rev. Rul 59-160. 
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Courts, IRS, struggle with taxation of 


alimony when part is spent on others 


by JOEL E. MILLER 


The practitioner handling a divorce or separation has a difficult task in drafting 


the alimony and support arrangements so that the tax burden will fall as the 


parties intend. The IRS is making strenuous attempts to transfer the tax burden to 


the higher-bracket taxpayer—the husband. This state of affairs is surprising, con- 


sidering the clarity of Congress’ intentions toward money used for child support. 


Now that IRS has announced [10 JTAX 184] that it will follow the rationale of 


Eisinger, practitioners are put on notice that more litigation is sure to come, and 


that their planning for clients must be done with great care. 


pr TO THE REVENUE AcT oF 1942, 
a divorced husband was taxed on 
all his income even though he had to 
turn over a large portion of it to his 
former wife as alimony. The wife, on 
the other hand, was not taxed on the 
payments received by her. Although the 
situation 
recognized previously,! it was empha- 


unfairness of this had been 
sized by the increase in rates in the 1942 
Act. Indeed, it was feared that in some 
cases the sum of these required pay- 
and 


exceed the 


ments — alimony income taxes — 


might actually husband's 
total income. 

Section 120 of the Act was designed 
to provide relief from such situations by 
taxing periodic alimony payments to 


the wife rather than to the husband. 
For simplicity the following discussion 
will talk as though the statute applied 
only to alimony payments made by a 
former husband to his former wife under 
compulsion of a decree of divorce. Ac- 
tually, the statute was broader from the 
start, and has since been extended. 
There is no difficulty in understand- 
ing the basic of the 


which is to tax to the wife amounts that 


scheme statute, 
are in reality income to her and, to the 
extent amounts are included in 
her taxable to exclude them 
from the husband’s. Complications arise, 


such 
income, 


however, when the payments to the wife 
include amounts that she is required to 


spend in behalf of, or to turn over to, 
some third person. Suppose, for exam- 
ple, as frequently happens, that the 
decree requires the wife to spend, say, 
40%, of each payment for the support 
children of the 
whose support is the primary duty of 
the husband. It would seem proper, in 


of minor matriage, 


such a case, to tax to the wife only 60% 
of each payment, and to deny the hus- 
band a deduction for the other 40%. 
The statute so provides: 

“Subsection (a) [requiring inclusion 
of alimony payments in the wife’s in- 
come] shall not apply to that part of any 
payment which the terms of the decree 
... fix, in terms of an amount of money 
or a part of the payment, as a sum which 
is payable for the support of minor 
children of the husband.”3 


“Fixed” for children 


A preliminary point about that 
language would seem so self-evident as 
to be unworthy of mention except that 
it appears to have been overlooked in 
a number of decisions. It is a variation 
of the principle, basic in the field of tax 
law, that the substance and not the form 
of the transaction should be determina- 
tive.t The point is this: when Congress 
provided for different treatment for 
amounts “fixed” as “payable for the sup- 
port of minor children of the husband,” 
it used the phrase to identify amounts 


different in kind from amounts not 
specified as being so payable; it did not 
mean to confer upon the draftsman 
of the decree the power to allocate the 
tax burden by meaningless recitals, 
Thus, it is plain that the interest of the 
wife in amounts “payable for the sup. 
port of minor children of the husband” 
must be substantively different from 
her interest in amounts not so payable, 
In considering the nature of that dif. 
ference, it is important to note that, as 
appears by implication from the statu- 
tory language, Congress was willing to 
allow the husband a deduction even in 
respect of amounts actually spent by 
the wife to support his minor children. 
Such a rule was not a necessary one, 
Even if the possibility of taxing him on 
amounts actually so spent must be re. 
jected as impracticable, the statute could 
have been so drawn as to cast upon the 
husband seeking the deduction the 
necessity of showing that the wife has 
an undiluted interest in all amounts 
claimed by him to be includible in her 
income. This the Congress did not do. 
The Regulations, which embody the 
language of the committee reports, make 
the implication of the statute specific: 
“If, however, the periodic payments are 
received by the wife for the support 
and maintenance of herself and of minor 
children of the husband without such 
specific designation of the portion for 
the support of the husband’s minor 
children, then the such 
amounts is includible in the income of 
the wife as provided in section 71(a).” 
The rule has sometimes 
plied by the Tax Court.® 


whole of 


been ap- 


Purpose of Congress 


One 
House 


sentence in the report of the 
Ways Committee 
clearly illuminates the intention of Con- 
gress. Under the statute, according to 
that report, “the portion of such pay- 
ments going to the support of minor 
children of the husband does not con- 
stitute income to the wife nor a deduc- 
tion to the husband.’’7 Taken together 
with the language of the statute—deal- 
ing with the terms of the decree and not 
with expenditures actually made—it is 
plain that the “minor children” provi- 
sion was meant to relieve the wife of 
taxation only on amounts she was Te- 
quired by the decree to use for the sup- 
port of the husband’s minor children. 
Else she might, contrary to the inten- 
tion thus expressed, escape taxation on 
amounts not “going to the support of 
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minor children of the husband.” In 
other words, amounts are not “payable 
for the support of minor children” if the 


wife may retain them for her own use.8 
As recently stated by the Second Cir- 
cuit in the Weil case: 

“The key words of the statute are 
‘payable for.’ The context 
strates that the Congress used this phrase 
advisedly. The wife is not relieved of 
taxability on sums which she in fact 


. demon- 


expends for the support of minor 
children, but only on such sums as ‘the 
terms of the 
as... payable for’ that purpose. The 


instruments fix 


statute taxes to the wife sums which 
are available for her own use and bene- 
fit—whether or not she has undertaken 
to support the minor children—and does 
not tax to the wife sums she is required 
to devote exclusively to the support of 
the children. 

Further support for this view is found 


"9 


in the statement on the floor of the 
House by Mr. Disney, one of the man- 
agers of the bill, concerning the pur- 
pose of the alimony provision as a 
whole: 

“The amount of a husband’s income 
which goes to the wife as alimony under 
a court order is in reality not income 
to him at all since he has no control 
over it as to the use to which it is to be 
put. The bill recognizes this reality by 
permitting the husband to deduct so 
much of his income as is paid out in 
alimony, and by taxing the alimony pay- 
ments to the wife.’’10 

Consistently, the bill also recognized 
that any amount that the wife is legally 
required to pay out for the children “‘is 
in reality not income to her at all since 
she has no control over it as to the use 
to which it is to be put.” 

There seems to be no justification for 
the contrary view, i.e., that Congress in- 
tended that the tax burden could be 
shifted by recitals without substantive 
effect. Under such a view the purpose of 
the statute—to tax amounts to the spouse 
actually controlling them —could be 
frustrated by the mere inclusion of a 
few inoperative words. It must therefore 
be taken as clear that amounts are not 
“payable for the support of minor 
children” if the wife has an independent 
beneficial interest in them. 


IRS contrary position 


Probably because husbands typically 
are in higher tax brackets than are wives, 
the Commissioner has shown a massive 
reluctance to accept this last proposi- 





tion.11 And he has received an extra- 
ordinary amount of assistance from the 
Tax Court. In a recent case,!2 for ex- 
ample, the decree incorporated an agree- 
ment containing the following: provi- 
sions: 

“The husband agrees to pay to the 
wife . . . payments fof $585 a month] 
for a period of five years . . . [T]he wife 
agrees out of said payments to support 
and maintain their daughter Diane... . 

“In the event of the remarriage of 
the wife prior to [the end of the five 
year period], these payments shall there- 
upon terminate and the payments of 
Two Hundred ($200) Dollars a month 
for the support and maintenance of 
Diane shall then commence as herein- 
after provided. 

“The husband agrees to pay and the 
wife has agreed to accept monthly pay- 
ments of Two Hundred ($200.) Dollars 
commencing [after the end of the five 
year period] as and for the support and 
maintenance of their daughter Diane, 
said monthly payments to continue 
until Diane attains her twenty-first birth- 
day or until her marriage or death... .” 

The Tax Court said, “Considering all 
of the above, we conclude that the peti- 
tioner and his wife intended, and that 
$200 per month of the initial payments 
in fact was, for the support of their 
daughter. It follows that the petitioner 
may not deduct that amount from his 
gross income as alimony.’’!3 


Unrealistic allocations 


That case has by no means been the 
only one in which the Tax Court has 
strained to shift part of the tax burden 
from the wife to the husband despite 
an instrument lodging full control of 
the entire payments in the wife. Beulah 
Weil, 22 TC 612 (1954), 23 TC 630 
(1955), rev’d on this point, 240 F.2d 584 
(CA-2), cert. denied, 353 U.S. 958 (1957), 
is another striking example of a judge 
playing Robin Hood. In that case the 
instrument provided that: 

“So long as she receives the payments 
herein provided for, the Wife agrees 
to live with and properly maintain, care 
for and educate the children... . 

“(The undifferentiated payments re- 
quired are] in full payment of any and 
all obligations of the Husband to sup- 
port, maintain and care for the Wife 
and the children of the parties. . . . 

“There shall be no revision in the 
payments herein provided for to be 
made to the Wife by reason of the death 
or majority of the children or by reason 
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of the fact that they then no longer 
reside with the Wife. . . .” 

Payments were to be made on a slid- 
ing scale, depending upon the husband's 
income. In the face of the above provi- 
sions, the Tax Court refused to allow 
the husband to deduct the full amount 
of such payments, holding that the 
terms of the instrument fixed one-half 
of each payment as payable for the sup- 
port of his minor children. The reader 
may well ask where in such an instru- 
ment the court could find a figure to be 
used as the basis of allocation. The 
answer is that the court seized upon a 
figure in a clause meant to be inopera- 
tive so long as the undifferentiated pay- 
ments continued: the instrument pro- 
vided for the cessation of payments for 
the benefit of the wife upon her re- 
marriage and, in that event, required 
the husband to pay a fixed amount each 
month for the benefit of the children. 
The court derived its fifty-fifty allocation 
from the fact that the fixed monthly 
payments specified in the remarriage 
clause were half the size of the monthly 
payments probably payable under the 
sliding scale provision. As the Circuit 
Court observéd in setting aside that de- 
termination, the Tax Court seemed to 
understand its duty to be “to go over 
the instrument with a fine-tooth comb 
to discover a figure which might be used 
as the basis for a division of the tax 
burden.’’14 

In addition to doing violence to both 
the statutory scheme and the statutory 
language, such decisions ignore the very 
real consideration that fathers are in a 
position to make more generous provi- 
sion for their children once they have 
been freed of the necessity of supporting 
an ex-wife. Decisions allocating the tax 
burden on the basis of a figure found 
only in a remarriage clause are there- 
fore challengeable on two independent 
grounds: (1) they erroneously equate 
(a) what they understand to be the con- 


1 See 1 Seidman, Legislative History of Federal In- 
come and Excess Profits Tax Laws 1280-86 (1954). 
2 H.R. Rept. No. 2333, 77th Cong., 2d Sess., p. 46. 
% Sec. 71(b), IRC 1954. 

* See Gilbert, 248 F.2d 399 (CA-2 1957), and au- 
thorities cited. 

5 Reg. Sec. 1.71-1(e); H.R. Rept. No. 2333, 77th 
Cong., 2d Sess., p. 74; Sen. Rept. No. 1631, 77th 
Cong., 2d Sess., p. 86. 

® Henrietta S. Seltzer, 22 T.C. 203 (1954); Dora 
H. Moiteret, 7 T.C. 640 (1946); Dorothy New- 
combe, 10 TCM 152 (1951), aff’d on another point, 
203 F.2d 128 (CA-9 1953). 

7 H.R. Rept. No. 2333, 77th Cong., 2d Sess., p. 46. 
8 Hirshon’s Estate, 250 F.2d 497 (CA-2 1957); 
Deitsch, 249 F.2d 534 (CA-6 1957); Weil, 240 F.2d 
584 (CA-2), cert. denied, 353 U.S. 958 (1957). 

® 240 F.2d at 587. 

1° 88 Cong. Rec. 6377. 

11 See, e.g., Rev. Rul. 59-93, IRB No. 1959-12, p. 12. 
12 Russell W. Boettinger, 31 T.C. 477 (1958). 

18 31 T.C. at 485. 

14 240 F.2d at 588. 
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templation of the parties as to the 
future needs of the children with (b) an 
enforceable obligation imposed by the 
terms of the instrument, and (2) they 
unjustifiably assume that the parties ex- 
pected that the wife would spend for the 
children from each undifferentiated pay- 
ment the same amount as the husband 
would be obligated to provide for them 
upon her remarriage.15 

Tax Court decision 
not imply that 
payments, in order to be properly held 


Criticism of the 


in the Weil case does 


to be “payable for the support of minor 


” 


children,” must be so payable under all 


circumstances. Conceivably, a decree 
might provide that the wife must de- 
vote a fixed portion of alimony pay- 
ments to the care of the children, and 
yet also provide that such payments 
should continue undiminished if, for ex- 
ample, they should voluntarily leave her 
home and support. In such a case the 
wife would be properly taxable on only 
a portion of the payments received while 
she is supporting the children and on 
all of the payments that she received 
thereafter. 

Nor 
belief that any particular form of words 


does such criticism indicate a 


is necessary to make amounts “payable 
for the support of minor children of the 
The 


be read as a 


husband.” instrument must, of 


course, whole. A decree 
providing that the payments be reduced 
by a certain amount for each child the 
wife ceases to support, for example, 
might in some cases properly be con- 
strued as requiring her to spend such 
amounts for the support of the chil- 
dren.16 

A provision that payments be reduced 
upon the occurrence of certain events 
terminating the necessity of the wife’s 
supporting the children does not, how- 
imply that she 


not have full control over the amounts 


ever, necessarily does 
she receives. Such a provision need be 
no more than a recognition that in such 
event her needs will be less. Provisions 
of that type have sometimes been given 
disproportionate weight.17 


Nature of wife’s interest 


In Nichols v. Nichols, 306 N.Y. 490 
(1954), the wife was no longer support- 
ing the children because the husband 


Their agree- 


had obtained legal custody. 


September 1959 


ment had provided for undifferentiated 
payments to the wife for the support of 
herself and three children of the mar- 
riage. The instrument also provided that 
the payments should be reduced by one- 
half upon the remarriage of the wife 
and by one-sixth upon the death, the 
attaining of age twenty-five, or the reach- 
ing majority and leaving the wife’s home, 
of any child. The court held that al- 
though she was no longer supporting 
the children she was nevertheless en- 
titled to receive the full amount of the 
payments as originally called for. Al- 
though three judges dissented, asserting 
that only one-half was meant to be for 
her benefit, they agreed that ‘she would 
not have been liable to account for her 
expenditure of the balance for the bene- 
fit of the children so long as she edu- 
cated and supported them in accordance 
with their station in life.’”18 The follow- 
ing portion of the majority opinion is of 
particular interest: 

FIFTH of the separa- 
agreement it is stated that the 
monthly payments ‘are predicated upon 
the assumption and understanding that 


“In article 
tion 


such payments are and will continue to 
be deductible from the husband’s gross 
income and will become the taxable in- 
That furnishes a little 
more evidence that, whatever position 
either party took later, they both con- 
sidered, when signing the agreement, 
that the agreed upon monthly alimony 
was an indivisible payment to the wife, 


come of the wife.’ 


and taxable as such. As it turned out, 
the income tax authorities took a differ- 
ent view and permitted the husband to 
deduct only so much of the alimony as 
the tax officers thought paid for the 
Those later 
minations cannot change the meaning of 


wife’s sole benefit. deter- 


this contract.’’19 

It is not possible, of course, to lay 
down rules that would provide ready 
and unarguable answers in construing 
instruments providing for apparently 
undifferentitated payments, but it must 
be borne in mind that the question is 
not “Is there mentioned any figure that 
may be used as a basis for dividing the 


tax burden?” but rather “Does the in- 


15 The Commissioner apparently will no longer at- 
tempt to rely solely upon a remarriage clause to 
identify amounts as “payable for the support of 
minor children of the husband.”’ Rev. Rul. 59-93, 
IRB No. 1959-12, p. 

16 The agreements in C.9-» Arthur G. B. Metcalf, 
31 T.C. 596 (1958), = Robert W. Budd, 7 T.C. 
413 (1946), aff'd, 177 F.2d 198 (CA-3 1947), are 
possibly subject to suet construction. 

17 See, e.g., Eisinger, 250 F.2d 303 (CA-9 1957), 
cert. denied, 356 U.S. 913 (1958). 

18 306 N.Y. at 502-03. 

19 306 N.Y. at 499. 


20 Faber, 264 F.2d 127 (CA-3 1959), vacating 29 


strument withhold from the wife the en- 
joyment of any specific portion of the 
payments by requiring her to devote 
such amounts to the of the 
children?” 


support 


Amounts payable for others 


So far the discussion has considered 
only the most common instance of the 
wife’s receiving payments to be used 
for persons other than herself, i.e., minor 
children of the husband. It is possible, 
of course, for the instrument to require 
the husband to pay to the wife amounts 
to be used for the benefit of others, In- 
struments containing such 
present additional problems. 

There can be no doubt that some pay- 
ments made to the wife for the benefit 
of others are properly includible in her 
taxable income and excludable from the 
husband's. The wife cannot escape taxa- 
tion by obtaining an instrument by the 
terms of which she is required to turn 
or all of the payments re- 
ceived by her to some third person she 
desires or is required to benefit, as, for 
instance, her child by a 
riage2° or her mother.?! 


provisions 


over some 


former mar- 
The husband, 
cannot shift part of 
his tax burden to the wife by paying 
amounts to the wife and at the same 
time requiring her to devote them to the 
person he wishes to benefit.*2 

In the Faber 


by the same token, 


case, a specific portion 
of the payments received by the wile 
was required to be used by her to sup- 
port her child by a former marriage. 
The 
amounts should be 


Tax Court, recognizing that such 
to her if it 
could be shown that they were being 
paid for her benefit,2* denied the hus- 
band a deduction therefor on the ground 
that the evidence did not establish that 
he had not voluntarily agreed to pay 
such his affection 
for the child. The Third Circuit vacated 
the the ground 
that, regardless of the husband's intent, 
such amounts were payable for the bene- 
fit of the wife if she was under a primary 
legal obligation to support the child. 
in that case, it 
amounts s0 


taxable 


amounts because of 


decision, however, on 


The court declared that, 


mattered not whether the 


T.C. 1095 (1958). 

21 Cf. Robert Lehman, 17 T.C. 652 (1951); Ruth 
Lamar Lehman, 14 TCM 928 (1955), aff’d, 234 
F.2d 958 (CA-2), cert. denied, 352 U.S. 926 

22 Leon Mandel, 23 T.C. 81 (1954), aff’d, 229 F.2d 
382 (CA-7 1956). 

23 29 T.C. at 1099. 

24 264 F.2d at 130. 

% Ibid. 

8 Feinberg, 198 F.2d 260, 263 (CA-3 1952). 
7" Reg. Sec. 171-1(e). 

2 Mandel, 229 F.2d 382 (CA-7 1956) 

2 Albert J. Faber, 29 T.C. 1095 (1958), 
this point, 264 F.2d 127 (CA-3 1959). 
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ayable were more than necessary for 
the child’s support, since “it may still 
be to her economic advantage to have 
funds supplied which exceed the legally 
required amount.”*4 It did recognize, 
however, that a different result might be 
necessary where “the payment is so large 
that it becomes unrelated to the eco- 
nomic advantage which is [the wife’s] by 
yirtue of the payment.”25 In the course 
of its opinion, the court retreated from 
its previous position?® that any amount 
payable for a third person other than 
a minor child of the husband would be 
includible in the wife’s taxable income. 

The Regulations provide that: “Ex- 
cept in cases of a designated amount or 
portion for the support of the hus- 
band’s minor children, periodic pay- 


ments described in Section 71(a) received 
by the wife for herself and any other 
person or persons are includible in 
whole in the wife’s income, whether or 
not the amount or portion fer such 
other person or persons is designated.”27 
But, they are not as helpful as they 
appear at first glance. In order to be 
taxable to the wife, such amounts must 
first both constitute income to her?8 and 
meet the requirements of Section 
71(a).29 Thus, in each case in which 
payments are made to the wife but she 
is required to use them for, or turn 
them over to, some third person (other 
than minor children of the husband), 
the question must be faced whether 
such payments are in reality for the 
benefit of the wife or the husband. ¥* 


Treasury would change Code to defer 


gain or loss on refinancing U. S. bonds 


AIN OR Loss on surrender of U. S. 

bonds for new issues would be post- 
poned until disposition of the new 
issue, according to a change in the Code 
being proposed by the Treasury. The 
Treasury has recently written the House 
urging legislation that would permit the 
Secretary of the Treasury to designate 
certain exchanges upon which recogni- 
tion of gain or loss for tax purposes 
would be postponed. The characteriza- 
tion of the pain or loss so deferred, 
however, as ordinary income or capital 
gain or loss, depending on the usual 
rules, would not be affected. A special 
rule would be provided to eliminate the 
possible creation of original-issue dis- 
count in the case of exchanges of trans- 
ferable Government securities. 

The Treasury submitted a draft of a 
proposed Section 1037 to be added to 
the Code to carry out these objectives. 

It is of course apparent that this post- 
ponement possibility would increase the 
attractiveness of eligible Treasury obli- 
gations to many individual and institu- 
tional investors. Presumably the Treas- 
ury recognizes that such postponement 
often results in complete escape from 
income taxation of some otherwise-tax- 
able appreciation, (for example when 
the holder dies) but this tax .cost may 
be counterbalanced in its eyes by the 
increased attractiveness of Government 
See, Hellerstein, “Mergers, Taxes and Realism,” 
Tl Harv. L. Rev. 254 (1957) in which Professor 
Hellerstein examines the desirability of the pres- 
ent broad taxfree reorganization provisions. 


*House Ways and Means Subcommittee Report, 
Dec. 4, 1933 (73d Cong., 2d Sess.). 











securities. The cost to the Treasury in 
terms of lost tax dollars may be difficult 
to predict. However, such potential loss, 
as well as the particular advantages of 
this proposal to special investor groups 
should be carefully examined before 
supporting such legislation. 


Limitation difficult 


In addition, it may prove difficult to 
limit this extension of a tax benefit to 
Treasury obligations. The concept of 
postponement of gains and losses has, of 
course, been applied in other areas such 
as corporate reorganizations (Section 
354);1 exchanges of residences (Section 
1034); exchanges of like property held 
for productive use or investment (Sec- 
tion 1031); and, exchanges of stock for 
stock of the same class in the same 
corporation (Section 1036). Also investor 
and other interested groups constantly 
press for the application of the post- 
ponement principle to corporate stocks 
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and bonds. It is, however, not generally 
recognized or publicized that wide- 
spread postponement of tax often creates 
unfair opportunities for avoidance and 
evasion of tax. It should be noted that, 
in general, this dispute has been with us 
as long as the income tax. After some 
litigation and limited legislation, 
Congress adopted the postponement 
principle in the Revenue Act of 1921, 
permitting the taxfree exchange of in- 
vestment and business property for prop- 
erty of like kind. (Section 202(c) Rev. 
Act. 1921). This provision was so broad 
that it permitted the taxfree exchange 
of stock or securities whether or not 
connected with a reorganization. This 
loophole was quickly taken advantage 
of by brokers, investment houses and 
bond houses, many of whom established 
exchange departments and advertised 
widely, stressing tax advantages.2 To 
remedy this situation with the resulting 
tax loss, Section 202(c) of the Revenue 
Act of 1921 was amended by the Act of 
March 4, 1923, which, in general, re- 
moved the exemption from immediate 
tax in the case of stock or securities ex- 
changed otherwise than in connection 
with a corporate reorganization. In 1924 
the limited exemption for exchanges of 
stock now contained in Section 1036 
was restored to the Code (Section 203 
(b)(1), Revenue Act of 1924). 

If this Treasury proposal is limited 
to its present form it would probably be 
beneficial to the Treasury’s financial 
picture in that it would create greater 
investor interest in eligible issues. Of 
course, if so limited, the provision could 
have a depressing effect on non-eligible 
corporate issues and other governments 
by drawing money away from them. But, 
if this proposal is to open the entire 
issue of postponement on a broad scale, 
it could in the end be extremely costly 
to the Treasury. It appears, therefore, 
that this is an area in which the Treas- 
ury should proceed with caution. oo 
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*Resort owner’s meals and lodging an 
expense of the business [Non-acquies- 
cence]. Deductions taken for the cost of 
food, insurance, fuel, electricity, laundry 
and telephone, incurred in operating a 
lodge and guest ranch, were not to be 
decreased, the Tax Court held, because 
the owner eats and lodges at the resort 
in connection with operating it. The 
costs were essentially business in nature. 
Six dissents on the ground that the issue 
is not free from doubt and several circuit 
courts of appeal have reversed the Tax 
Court on similar cases. The dissenters 
would follow the higher courts. Robin- 
son, 31 TC 65, non-acq., IRB 1956-28. 


Air force base worker not entitled to 
travel expenses away from home; cost 
of living allowance includible in income. 
Taxpayer worked for North American 
Aviation at its main plant in Downey, 
Calif. In 1952 he accepted a new job 
with the company at its project at 
Edwards Air Force Base in California. 
The court finds that when taxpayer ac- 
cepted assignment to the project, he 
assumed new duties, he entered upon 
different work, his principal place of 
employment was changed from Downey 
to Edwards Base, and he did not con- 
tinue to have a place of employment in 
Downey. Accordingly expenses of meals 
and lodging at the Base, and transporta- 
tion to the Base could not be deducted 
as travel expenses. The court also rules 
that a weekly living expense allowance, 
in addition to the wages, which was paid 
to employees at the Base to cover the 
higher cost of living there, is includible 
in full in the employee’s gross income; 
that a claimed deduction for meals other 
than lunch, which taxpayer purchased 
at the Base when: he worked overtime, 
constitute a personal expense; and that 
nonreimbursed expenses of moving his 
family and equipment to a town near 
the Base per- 
sonal expenses. Courtney, 32 TC No. 33. 


are also nondeductible 


Entertainment and auto expenses al- 
lowed in part. Deductions claimed by an 
individual proprietor for legal fees, and 
one-half of the deductions claimed for 
auto expenses, are allowed as constitut- 
ing ordinary and necessary business ex- 
penses. The court also finds that tax- 
payer failed to show that he was entitled 
to deduct that portion of entertainment 
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expenses representing the cost of meals 
consumed by himself, or that he was en- 
titled to any depreciation on two out of 
three autos claimed as business assets. 
Jones, TCM 1959-98. 


Faculty at military school can deduct uni- 
forms. Amounts expended by civilian 
faculty and staff members of a military 
school for the purchase and maintenance 
of uniforms which they are required to 
wear while on duty are deductible as or- 
dinary and necessary business expenses. 
The IRS notes that these uniforms should 
be treated like police, fire and similar 
uniforms, deduction for which is permit- 
ted. Rev. Rul. 59-219. 


Lawyer allowed to deduct part of athletic 
club dues. Taxpayer, an attorney, 
claimed that he had joined an athletic 
club solely for business reasons. Because 
he used the club for both business and 
pleasure, the Tax Court limits his deduc- 
tion to 2% of his annual dues. The Court 
also holds that expenses he incurred in 
connection with running for club office 
were not ordinary and necessary, there- 
fore not deductible. Long, 32 TC No. 46. 


75% of boat expenses allowed as busi- 
ness deduction. Taxpayers were partners 
in a paint manufacturing business which 
owned a boat which, the court finds, 
was principally for business entertain- 
ment of financiers, suppliers, and others. 
The boat was also used extensively for 
testing experimental work on 
marine paints and occasionally for per- 
sonal purposes. When the boat was sold 
at a loss of $3,500 another was purchased 
as a replacement. Boat expenses, includ- 
ing depreciation, were $28,000 for a two- 
year period. The court allows the tax- 


and 


payers 75% of the boat expenses as a 
business deduction, and 75% of the loss 
on sale as a business loss. Greenberg, DC 
Cal., 5/8/59. 


Surviving spouse computes separate hold- 
ing period for each half of community 
property. The holding period of a sur- 
viving spouse’s share of community prop- 


erty which vested at the time of the ac- - 


quisition dates from acquisition by the 
community. As to the share which she in- 
herits from the spouse, the holding period 
begins with the date of her spouse’s death. 
But the basis of the entire community 


property is its fair market value at the 
date of the deceased spouse’s death or at 
the appropriate alternate valuation date. 
Rev. Rul. 59-220. 


Can't deduct voluntary post-divorce pay- 
ment under a pre-divorce support order. 
Taxpayer was directed by a Massachu- 
setts separate-support make 
periodic support payments to his wife. 
Later taxpayer was granted a divorce in 
Texas but that decree did not provide 
for alimony or support. The court holds 
that his continuation of the payments or- 
iginally agreed upon cannot be deducted 
as alimony since the payments were not 
in discharge of a legal obligation imposed 
on him under a decree of divorce. The 
court finds the Massachusetts court order 
became a legal nullity when the Texas 
divorce decree was entered, and cannot 
by any possible theory be tacked on to 
or made part of, or incident to, the latter 
decree. Christopher, TCM 1959-116. 


order to 


Casualty loss deduction can’t be deferred 
beyond loss year if recovery unlikely. 
Taxpayer suffered an actual physical loss 
from sandblasting in 1953. Assuming the 
loss to be a casualty loss, the court holds 
taxpayer cannot defer the deduction to 
1955, the year in which he instituted suit 
against the contractor and failed to re- 
cover. From the facts it was quite clear 
prior to 1955 that there was no reason- 
able prospect of recovering compensation 
for the loss. Anderson, TCM 1959-123. 


Substantial underestimation penalty is 
mandatory. The question of reasonable 
cause is immaterial in a consideration 
of the penalty for substantial underesti- 
mation of estimated tax since the penal- 
ty is mandatory. de Canizares, 32 TC 


No. 34. 


Dependents must be members of house- 
hold for entire year. Taxpayer claimed 
dependency exemptions for a woman 
and her two minor children who, 
though unrelated to him, lived in his 
from 3/5/54 through the re 
mainder of the Since the Code 
allows the exemption for “an individual 
who for the taxable year of the taxpayer 


home 
year. 


has as his principal place of abode the 
home of the taxpayer,” the Tax Court 
held they could not be claimed as de- 
pendents. They were not members of 
taxpayer’s household during the “en- 
tire” taxable year as the Regulations 
require. This Court affirms. Trowbridge, 
CA-9, 6/23/59. 
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NEW DEVELOPMENTS IN 


Fraud & negligence 


EDITED BY HARRY GRAHAM BALTER, LL.B. 





Expenses in defending fraud case can be 


ruinous; costs usually non-deductible 


by HARRY GRAHAM BALTER 


Overwhelming money cost can follow a fraud charge by the IRS. Lawyers’ and accoun- 


tants’ fees, travel expenses, and other costs can run into thousands of dollars, and 


usually they are not deductible. This article points out how these costs arise, the few 


situations in which they are deductible, and notes how a small taint of fraud can 


threaten financial ruin. 


UCH HAS BEEN ALREADY SAID about 
Mine risks the tax evader takes. If 
later he is caught in the web of an in- 
vestigation, and if fraud is established 
at the administrative level: (a) although 
prosecution may not be recommended, 
the 50% civil fraud penalty may never- 
theless be proposed, or (b) if prosecu- 
tion is recommended, the civil fraud 
penalties normally are recommended.1 

Even if there are no criminal charges, 
substantial dollar cost to the taxpayer 
will follow, nevertheless, if the asserted 
civil fraud penalties are sustained. The 
taxpayer, of course, may decide to fight 
out the fraud issue administratively or 
in a court of law, and if he succeeds, 
he has made a considerable saving, as 
will be shown later. 

This area is a familiar bailiwick for 
the knowledgeable tax man.? 

But little 
about the money consequences to the 
tax evader who has been prosecuted, 
found guilty of criminal 
charges, has paid his penalty, be it 
jail or fine or both, and now seeks to 
square his dollar account with the IRS.8 

The goal of this article is not only 
{0 point out the major additional finan- 
cial sanctions which the convicted tax 
evader must face, 


has been said or written 


has been 


but also to indicate 
the difference between his situation sole- 
ly because of his conviction, and that 
of the taxpayer who has an equally large 
deficiency, but who has had no tax 
evasion conviction. 

The convicted tax evader usually has 
incurred heavy expenses in trying to 


defend himself. Whether he is con- 








victed after trial or decides to plead 
guilty or nolo contendere, it has been 
a long and expensive journey from the 
initial contact by Internal Revenue 
Service agents to the final disposition 
of the criminal case. Attorneys’ fees, ac- 
counting fees and 
travel expenses normally run into thou- 
sands of dollars and not infrequently 
into five figures. 


fees, investigation 


Permitted deductions 


The Internal Revenue Code of 1954 
specifically allows as a tax deduction all 
of the individual’s “ordinary and neces- 
sary” expenses paid during the taxable 
year “in connection the deter- 
mination, collection, or refund of any 
tax.’”"4 


with 


Judge-made law, however, has estab- 
lished a dichotomy between expenses 
which frustrate sharply defined national 
or state public policy, and those which 
do not.5 The basic philosophy of this 
kind of disinction has been criticized,® 
but since the Supreme Court only re- 
cently has re-affirmed its adherence to 
this position,? we must continue to live 
with it as a reality. 

Applied to attorneys’ fees, accounting 


1 In a joint investigation the Revenue Agent deter- 
mines the extent of the tax deficiency, if any, while 
the Special Agent is charged with recommending 
the type of sanction to he imposed. if any, namely, 
criminal charges, civil fraud penalty alone, negli- 
gence penalty alone, or no penalties. 

2 See Balter, Fraud Under Federal Tax Law, Com- 
merce Clearing House, Second Ed. (1953), Ch. 3. 
® Normally, unless a jeopardy assessment has been 
made, or the statute of limitations for assessment 
is about to run out and the taxpayer refuses to 
give the agents an extension, no effort is made to 
proceed with civil tax liabilities until the criminal 
aspects of the case have been disposed of. 

4 IRC, Section 212(3). 

5 Sullivan, 356 U.S. 27 (1958); Tank Truck Rent- 
als, Inc., 356 U.S. 30 (1958); Hoover Motor Ex- 
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fees, and other expenses incurred by a 
taxpayer subjected to a fraud investi- 
gation, we are able to state some basic 
rules as follows: 


1. At one extreme, where only the 


civil fraud penalties are added to the 
deficiencies in tax following the in- 


vestigation, and no criminal prosecution 
has been recommended, all expenses are 
fully deductible in the year when spent 
if the taxpayer is on the cash basis.§ 

2. At the other extreme, if the in- 
vestigation results in a conviction on 
tax evasion charges, none of the ex- 
penses connected with the criminal 
aspects of the case is deductible.® 

But as is often true, the in-between 
area creates difficulties. 

Tax men knowledgeable in this field 
know that the civil and criminal aspects 
of a tax investigation often are inter- 
twined and are hard to separate, even 
as to time spent on each, 

An investigation may start out as a 
routine audit by Revenue Agents and 
end up several years later with a con- 
victed tax evader. Even where a Special 
Agent is on the case from the very be- 
ginning, ,the defense against possible 
criminal charges normally also includes 
work by lawyers and accountants which 
becomes valuable, or at least pertinent, 
when the civil aspects of tax liability 
become the principal issue; as a matter 
of fact, the liability vel non of the 
taxpayer for deficiencies may be the 
very crux of the defense to the threat- 
ened criminal charges, because there can 
be neither a criminal tax evasion case 
nor civil fraud penalties, unless a de- 
ficiency in tax is established by the in- 
vestigating agent.10 

At what point, then, do the expenses 
for services rendered become tainted 
with the ultimate tax conviction so as 
nondeductible? This is not an 
easy question to answer and the decided 
cases are not sufficiently clear to the 
very helpful: 

(1) Suppose criminal charges are rec- 
ommended, prosecution follows, and the 
alleged tax evader is acquitted of these 
charges, are all of his expenses ab initio 


to be 


press Co., 356 U.S. 38 (1958). 

® Keesling, “Illegal Transactions and the Income 
Taz,” 5 UCLA Law Review 26 (1958). 

7 Op. Cit. Fn. 5 supra. 

S IRC, Section 212(3); James A. Connelly, 6 TC 
744 (1946) Acq. 

* Thomas A. Joseph, 26 TC 562 (1956) and cases 
there cited; Cecil R. Hopkins, 30 TC 1015 (1958); 
Int'l. Trading Co., TCM 1958-104; Port, Ct. Cl. 
(1958), 163 F. Supp. 645. 

10 (a) Civil: Summerill Tubing Co. (1937) 36 BTA 
347; Duffin v. Lucas (Cir. 6 1932) 55 F.2d 786; 
Samuel L. Huntington (1987) 35 BTA 835; Otto 
Peterson (1940) 42 BTA 102; Murray Glackman 
(1951) 10 TC 1132. (b) Crimina': Schenck (CA- 
2, 1942) 126 F.2d 702, 704; Gleckman (CA-8, 
1935) 8. F.2d 394. 
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’Tis truly a monstrous web we weave 
When first we practice to deceive...” 
W. Shakespeare 











including those for defending himself 
in the criminal case, fully deductible? 
The answer is, “Yes.”’11 

(2) Suppose he is convicted on one 
out of several counts in the indictment 
and acquitted on the others (or they 
are dismissed), can he prorate his ex- 
penses of defending himself in a crim- 
inal case deducting the civil portion of 
the total? “No,” said the Tax Court.!* 

(3) Suppose criminal charges are rec- 
ommended but the case is never brought 
to trial because of serious health con- 
siderations for the taxpayer, or for 
other tactical reasons, so that no ad- 
judication has ever taken place as to 
the guilt or innocence of the taxpayer 
on the criminal charges; would the 
fees paid to attorneys to represent the 
taxpayer with the end in view of fore- 
stalling criminal charges, be deductible? 
In a District Court refund suit, the 
answer was “No.”18 

(4) Suppose he is prosecuted and con- 
victed, are any of the expenses along 
the line deductible, other than those 
directly paid out for post-indictment 
services? 

(a) In Schwartz, both the Tax Court 
and the affirming court of appeals for 
the Fifth Circuit held that the fees paid 
to attorneys in the pre-indictment stages 
were not so closely related to the de- 
fense of the criminal case itself as to 
be nondeductible.14 The Tax Court and 
the court of appeals both found that 
even though the services of the at- 
torney came into play after the Special 
Agent had recommended criminal prose- 
cution and involved principally confer- 
ences in the Regional Counsel's office, 
in the Chief Counsel’s office in Wash- 
ington, and in the Tax Division of the 
Department of Justice, these services 
related primarily and predominately to 
the tax deficiency aspects of the case, 
rather than to the bringing of criminal 
charges. However, the fact that the Com- 


11 Morgan S. Kaufman, 12 TC 1114 (1949) Acq. 
12 Int’l. Trading Co., op. cit. fn. 9 supra. 

18 Brinson v. Tomlinson (DC Fla. 1958), affd (CA- 
5, 2/26/59). 

44 Hymie Schwartz, 22 TC 1717 (1954); affd. 
Schwartz (CA-5 1956) 232 F.2d 94. 

15 Cecil R. Hopkins, op. cit. fn. 9 supra. 

16 Duffin v. Lucas, op. cit. fn. 10 supra; Mauch 
(CA-3 1940) 113 F.2d 555; John McKeon (1939) 
39 BTA 813; Joseph Calafato (1940) 42 BTA 881, 
891; Hyman Wagman (1951) 10 TCM 836; 10 
Hct gga Law of Federal Income Tazation, Section 
17 Until negotiations reach the threshold of actual 
trial, it is normal experience that the representa- 
tive of the Intelligence Division, like the Ghost of 
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missioner to date has not acquiesced in 
this decision is a caveat to the profes- 
sion. 

(b) On the other hand, reaching an 
opposite result, in a situation not too 
dissimilar to Schwartz, the Tax Court 
in Cecil R. Hopkins'5 held that no 
part of substantial attorney’s fees were 
deductible which were paid to a lawyer 
for services rendered exclusively at 
the level of the Revenue Agent and 
the Special Agent. Distinguishing the 
Schwartz case, the Tax Court found 
that this lawyer’s services were in no 
way concerned with the civil tax aspects 
of the case, but dealt only with prevent- 
ing the bringing of criminal charges. 
To the initiated, it is hard to reconcile 
these two decisions, except to say that 
in the Schwartz case the record vis-a-vis 
emphasizing the civil tax aspects of the 
total bundle of services, was attractive 
and persuasive, while in the Hopkins 
case, the record neglected to frame the 
facts in this light. 

In spite of the ambivalence of the 
pertinent decisions in this in-between 
area, several practical suggestions may 
be offered: 

1. Payment to lawyers and account- 
ants made in the pre-indictment stages 
of the case ought to be recorded, wher- 
ever possible, as being for services 
which clearly would appear to be un- 
related to the criminal phase of the 
case, where the facts so warrant. 

2. Where the same attorney or ac- 
countant is employed by the taxpayer 
continuously through both the pre-in- 
dictment and post-indictment stages, it 
would be helpful if from the outset, 
their billings to the taxpayer for services 
rendered, itemized and separated those 
services which related directly to the 
civil tax aspects of the situation. 

3. Especially as to accounting fees, it 
would seem that if the record shows that 
the services are principally related to the 
civil aspects of the case even if ren- 
dered after an attorney enters the case 
who is employed primarily in connec- 
tion with the criminal phase of the 
case, these accounting fees ought to be 


Banquo, pervades the atmosphere; there is great 
hesitancy on the part of the Technical Advisor in 
the Appellate Division, and to a lesser degree, on 
the part of the attorneys in the Regional Counsel’s 
office, to ignore a civil fraud penalty recommended 
by the Intelligence Division even if no criminal 
prosecution took place. A practical formula for 
settlement is often found, however, by juggling 
the amount of the deficiency in tax while still re- 
taining the fraud penalty for all or some of the 
tax years in question. A priori, the fraud penalty 
as such for the years in which conviction on crim- 
inal charges took place would hardly be removed, 
even though the deficiency in tax, apart from the 
penalty, may be subject to negotiation. 

18 See, for example, the following cases where the 


deductible by the indicted taxpayer. 

Usually the Revenue Agent who js 
working on a fraud case will include in 
his report many items generating addi- 
tional taxes which cannot be labeled as 
fraud items at all. For example, the 
fraud may be in connection with un. 
reported sales, overstated purchases, or 
overstated deductions. But in his in. 
vestigation the Revenue Agent may find 
inadequate substantiation for many 
normal deductions and disallows them; 
or he may find that salaries drawn by 
the principal stockholder in a close 
corporation are excessive and unreason- 
able and he disallows the excess as a 
deduction to the corporate taxpayer un- 
der investigation; or he may find that 
items which in his view should have 
been capitalized were expensed by the 
taxpayer, etc., etc. These non-fraud 
items may in fact be the major part of 
the proposed deficiencies in tax. 

Yet, the civil fraud penalties would 
attach to the total proposed deficiencies 
and not only to the fraud items.!¢ This 
may become a very substantial dollar 
load. For example, assuming that fraud 
items add up to $20,000 in tax, that 
non-fraud items add up to $60,000 in 
tax, then the 50% civil fraud penalty 
which would be added to the $80,000 in 
taxes as an increase to the assessment, 
would be $40,000 and not $10,000. 

While experiences may differ in local 
areas, it is probably safe to say that 
once the civil fraud penalty is recom- 
mended by the investigating agents and 
a conviction on criminal charges of tax 
evasion has taken place, it is practically 
impossible to remove the fraud penalty 
as an addition to the agreed-upon defi- 
ciencies in tax in settlement negotia- 
tions at the administrative level.17 And 
while it is true that the Tax Court is 
not bound to approve the imposition of 
the fraud penalty solely on the convic- 
tion in the criminal case, it is only 
rarely that one does not follow the 
other.18 

Prosecution for income tax evasion 
is barred after six years from the date 
of filing of the fraudulent tax return;! 


Tax Court found no fraud even though a convic- 
tion by plea or trial on criminal charges had taken 
place: Herman Epstein, TCM 1959-103; S. Frant 
Wells, Jr., TCM 1958-160 (conviction was on fail- 
ure to file return; also, in Jones, 259 F.2d 300, the 
Fifth Circuit reversed Tax Court and held that a 
nolo tontendere plea did not justify the fraud 
penalty where the only evidence of supposed fraud 
was failure to file a return and pay the tax). 

49 IRC, Section 6531(2). , 
2e Beacon Brass Co., Inc., (1952), 344 U.S. 43, 97 
L.Ed. 61. 

1 IRC, Section 6501 (a). 

22 IRC, Section 6501 (e) (1) (A). 

%3 IRC, Section 6501(c) (2). 

% IRC, Section 6601 (a). 
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however, if, before this period has run, 
false statements on a material matter 
have been made knowingly and wilfully 
to representatives of the Internal Rev- 
enue Service, this six-year statute of 
limitations will begin to run from the 
latter date rather than the earlier date 
of filing the return.2° In any event, 
there is a fixed period of limitations. 


Civil penalties 

On the civil side, assessment for ad- 
ditional taxes normally must be made 
within three years from the date when 
the tax return for the year in question 
was filed;?1 if the Commissioner is able 
to establish that there was an under- 
statement of gross income of 25% or 
more, the applicable statute of limita- 
tions is extended to six years.?2 

But where the Commissioner is able 
to prove that any part of the deficiency 
in tax is due to “a wilful attempt in 
any manner to defeat or evade tax,” 
there is no statutory bar as to time for 
either assessing the tax or enforcing 
collection without assessment.28 The 
Commissioner is not bound to limit his 
proposed deficiencies in tax to the years 


covered by the indictment for tax 


evasion, even less so to the years for 
which a conviction was obtained. 

For example, the investigation may 
disclose a pattern of fraud extending 
over the years from 1946 to 1958. As- 
suming that the fraudulent returns for 
each year in question were filed timely 
in the following year, then circa 1959 
(after the applicable date of filing the 
return), only the years 1953 through 
1958 would be subject to indictment for 
tax evasion. Perhaps a plea of nolo 
contendere was entered only to the 
year 1953 and the other counts of the 
indictment were dismissed. When this 
taxpayer comes to square his accounts 
with the Commissioner on the civil tax 
liability, assuming the fraudulent items 
(with or without accompanying non- 
fraud items) were present in all of the 
years through 1958, the following would 
be the effect as far as the application 
of the statute of limitations is con- 
cerned, again assuming the Commis- 
sioner proposes deficiency assessments 
in 1959: 

1956-7-8 Open for assessment regard- 

less of fraud. 

1953-4-5 Would be closed except for 

the presence of either (a) an under- 
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statement of 25% or more of gross 
income, or (b) fraud. 
1946 through 1952 Would be closed 
except for the presence of fraud. 
On the assumed facts, although a con- 
viction took place for only one tax 
year, namely, 1953, all of the other tax 
years before and after the year in- 
volving the conviction would be subject 
to deficiency assessments on non-fraud 
as well as fraud items because of the 
presence of some fraud items in each of 
the tax years in question. 


Interest for re-opened years 

Interest at 6% per year runs in favor 
of the Commissioner on all deficiency 
assessments from the date of filing of the 
return in question to the date of pay- 
ment of the deficiency.*4 

Where tax which normally 
would be closed are opened because of 
proof of fraud, the interest bite can 
be very substantial. Assuming again the 
1946 to 1958 spread, and that payment 
on the proposed deficiencies is made in 
1960, one can easily see the dollar 
effect on the taxpayer: 84% of the de- 
ficiency in addition to the deficiency 
itself would be added for the year 1946, 


years 
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Under Federal Tax 
Law,’ and is Editor of the Fraud and 
Negligence Department of The Journal 
of Taxation.| 


treatise “Fraud 





78% for the year 1947, and seriatum 
6% less would be added for each tax 
year through 1958. 

Settlement negotiations often center 
on allocation of proposed deficiency 
items between different tax years pri- 
marily because of the interest surcharge; 
all other factors being equal, the Com- 
missioner presses for allocating to earlier 
while the 


years, taxpayer attempts to 


shift the deficiencies to later years. 
Is this policy wise? 

that 
revenue laws is a desideratum, there is 


Granted strict enforcement of 


still room for questioning, on the basis 
of policy, the wisdom of excessively 


cumulating sanctions against a_ tax 


evader.25 Not only is he subjected to 
criminal felony charges, but as pointed 
out in this article, he is additionally 


* The civil penalties along attaching to the total 
deficiencies as they do, and opening up closed years 
as already shown, may often have a catastrophic 
effect on the taxpayer’s financial status. See Bal- 
ter, Fraud Under Federal Tax Law, p. 256. 

*6 As of January 10, 1952, a voluntary disclosure 
by the taxpayer who has filed a fraudulent return 
will not prevent a recommendation by the Internal 





Single entry bookkeeping and absence 
of supporting data justifies use of net 
worth. Resort to the net worth method 
for reconstructing taxpayer’s correct net 
income is held justified because tax- 
payer’s books were essentially a single 
entry system inherently susceptible to 
error, and there was a complete absence 
of supporting data for his weekly sales 
and expense summaries, and many in- 
consistencies between his summary sheets 
and his ledger. However, taxpayer's fail- 
ure to meet his burden of proof on the 
deficiency issue is not equivalent to 
affirmative findings on the fraud issue 
as to which the Commissioner has the 
burden. The errors committed by tax- 
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seriously penalized, over and above the 
extent of the taxes which he evaded, 
often to the point of financial dis- 
aster. 

Voluntarily disclosing his fraud no 
longer is a guarantee against criminal 
charges being brought;?6 in fact, this 
course of action may very likely be- 
come a guarantee that the remorseful 
taxpayer will be indicted. If he should 
be convicted, then, as we have seen, he 
will be subjected to hypersevere treat- 
ment dollar-wise when he settles his tax 
accounts. Conscience is a terrible thing, 
but in this case the assuagement is ex- 
pensive. 

While this pyramiding of sanctions 
concededly may be an effective deter- 
rent to the taxpayer first contemplating 
the fraud on the revenue, it may reason- 
ably be asked whether there remains any 
inducement for the taxpayer who has 
already committed the fraud, but is 
as yet undiscovered, to come forward 
and reveal his errors. May he not quite 
understandably decide to “play the per- 
centages.” And if there is a_ logical 
tenet for this observation, should not 
Treasury re-evaluate whether the sub- 
stantial loss in revenue which must be 
resulting to it from the absence of effec- 
tive inducements for the erring taxpayer 
to abjure his sins, more than outweighs 
the policy justification for the Procrus- 
tean bed of sanctions which it has laid 
out for the tax evader? 


Revenue Service of criminal action. While as a 
practical matter, in some close situations the De- 
partment of Justice may be impressed by the tax- 
payer’s voluntary disclosure and attendant cooper- 
ation, in the normal tax evasion case such strategy 
on the part of the taxpayer would be unwise and 
usually unavailing. See Balter, Fraud Under Fed- 
eral Tax Law, p. 101 et seq. 


payer are indicative of carelessness, in- 
efficiency, and negligence, but are hard- 
ly sufficient to establish willful intent to 
defraud. Kane, TCM 1959-111. 


Taxpayer's net worth computation not 
acceptable; adjustments based upon spe- 
cific items are more reliable. Accepting 
the testimony of two employees, as corro- 
borated by documentary evidence, the 
court finds that decedent, operator of a 
hotel, restaurant, and bar, had given ex- 
plicit instructions to understate receipts 
and overstate purchases so as to falsify 
his returns for the years 1942-1947. The 
court also upholds the Commissioner's 
reconstruction of income based upon 


specific adjustments rather than a net 
worth statement, contending that the lat. 
ter method, although acceptable, would 
not have been as reliable as the former. 
Rau, TCM 1959-117. 


Fraud penalties upheld for World War 
II candy business [Certiorari denied), 
During World War II taxpayer was in 
the candy business; he did not keep 
books and reported no income from it. 
The Tax Court held that there were 
deficiencies due to fraud. It rejected tax- 
payers contentions that the business be- 
longed to his children and that he was 
merely acting as a broker. 7th Circuit 
affirmed. Zeddies, cert. den., 6/15/59. 


Not reasonable to rely on accountant’s 
hope to get by with failure to pay. Tax- 
payer claimed his failure to pay install- 
ments of estimated tax was due to reason- 
able cause and not to willful neglect, in 
that he relied upon the advice of his ac- 
countant. The accountant, who did tax 
work as a side line, told him that he 
could be expected to get by with filing 
his return, paying the first quarterly in- 
stallment, and wait until December 15th 
to pay the other installments then. The 
court states that this take-a-chance rea- 
soning that prompts risk action could 
not be the statutory reasonable cause for 
noncompliance; it upholds the failure-to- 
pay penalty. Flautt, TCM 1959-121. 


No fraud though income was improperly 
allocated to corporation. ‘Taxpayer cre- 
ated a foreign corporation to sell and ser- 
vice its products overseas. The new firm 
was billed at less than 10% of the domes- 
tic list price, the foreign corporation’s 
selling price too. Income was thus shift- 
ed from the taxpayer to the corporation. 
The Tax Court finds no fraud in the ab- 
sence of clear and convincing evidence 
that there was wilful evasion rather than 
avoidance of tax. Hall, 32 TC No. 39. 


Attorney’s failure to file returns fraudu- 
lent. A practicing attorney did not file 
income tax returns for the years 1945- 
1953. He did not contest the Commis- 
sioner’s gross receipts figure, but strongly 
urged that the Commissioner erred in his 
determination of allowable business ex- 


penses. The court, applying the Cohan 
rule,.approximates his business expenses 
at a sum greater than that allowed by the 
Commissioner. It also finds taxpayer's 
failure to report income for each of the 
years was due to fraud with intent to 
evade tax. Ashby, TCM 1959-113. 
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Taxation of compensation 
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Treasury gives reasons for opposing tax- 


sheltered pensions for 


AX MEN stand to gain more than 
om any other group from pass- 
age of H.R. 10 (the so-called Jenkins- 
Keogh Bill) to allow self-employed per- 
sons tax-sheltered retirement plans. Con- 
sequently, details of the Treasury's re- 
cent extensive opposition to the bill 
are of considerable importance to our 
readers. 

The recent statement by David A. 
Lindsay, Assistant to the Secretary of 
the Treasury, explains in some detail 
why the Treasury opposes the plan. So 
great has been the enthusiasm in recent 


years among members of the bar, ac- 
countants’ groups, and other profes- 
sionals, that little real attention has 


been given to the opposing side of the 
argument. Mr. Lindsay shows that it is 
not a one-way street. 

As a result of Treasury opposition, 
it appears likely that the bill will not 
pass this year. The Treasury emphasized 
the revenue loss and, while conceding 
that corporate employees were favored 
over the self-employed, argued that this 
self-em- 
lead to 


bill would unduly favor the 
ployed and would, in 
further demands for relief. 

“The Treasury recognizes,” Mr. Lind- 
say told the Senate Finance Committee, 
“that present law does not give self- 
employed persons tax treatment for 
their retirement savings comparable to 
that now accorded to employees covered 
by employer-financed pension plans. Em- 
ployee pension plans, if arranged on a 
non-discriminatory basis, receive 


turn, 


favor- 
able tax treatment. 

“At present, employers are permitted 
to take current deductions in computing 
their taxable incomes for contributions 
which they make to non-discriminatory 
pension funds for the benefit of their 
employees. No tax is imposed on the 
employee until the pensions are re- 
ceived after retirement. The oppor- 
tunity to postpone the receipt and the 
taxation of income currently set aside 


self-employed 


in pension funds makes it possible for 
employees who are covered by such 
plans to secure larger net retirement 
incomes after tax from any given pay- 
ment by an employer. 

“Qualified pension trusts have a 
further tax advantage. The investment 
income earned on the funds held by the 
pension trusts is tax exempt until re- 
ceived by employees as part of their 
pensions. There is, in effect, a tax-free 
build up on nontaxed earnings. ‘Though 
there is no final tax exemption of the 
income paid by employers, or of the 
income earned on accumulated funds, 
the advantages of postponement of tax 
on both are important, and combine 
to increase materially the net retire- 
ment income of employees. 

The purpose of H. R. 10 is to remove 
a discrimination or inequity in the tax 
law affecting self-employed persons. I 
believe it is fair to say that sponsors 
of this legislation have worked con- 
scientiously for many years in an at- 
tempt to remove the inequity in a man- 
ner which they believe to be modest 
from the point of view of the taxpayer 
benefited and from the point of view 
In the 
attempt to remove the inequity, how- 
inequities and new dis- 
crepancies are created. This, in turn, 
will create pressures for still further 
modifications in the 


of the impact on the revenues. 


ever, new 


tax law to elimi- 
nate the new inequities created by this 
legislation. 


Employees’ status 

“The tax benefit which has been 
conferred on those covered under pri- 
vate and certain public pension plans 
is not the result of any legislative pur- 
discriminate in favor of one 
group to the exclusion of others. The 
present tax treatment of employees 


pose to 


covered by pension plans arose, to a 
significant degree, in recognition of the 
circumstances 


under which pensions 
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are usually provided. Employees typical- 
ly do not acquire vested rights under 
pension plans until they have reached 
a certain age or work for a company 
for a specified number of years or both 
and may forfeit their pensions if they 
leave the firm before acquiring vested 
rights. Consequently, the present post- 
poned tax treatment granted to em- 
ployees covered by pension plans is, 
in a sense, a practical solution since 
to tax all employees currently on their 
potential benefits under pension plans 
would be unfair to those who never re- 
ceive actual benefits. A similar reason 
does not exist for allowing self-em- 
ployed people to postpone payment of 
tax on their retirement savings since 
they always retain rights to such funds. 

“Moreover, self-employed people may 
often have offsetting advantages over 
employees with respect to their retire- 
ment. 
other self-employed people do not have 
definite retirement ages. They can and 
often do prefer to work at least on a 
reduced schedule long after employees 
are required to retire. Self-employed 
persons therefore are able to spread 
their earned* incomes over longer pe- 
riods. In this connection, it should be 
noted that there is no need to retire 
in order to receive the full benefits un- 
der H. R. 10. 

“H. R. 10 would grant the self-em- 
ployed unique advantages under the 


Many professional persons and 


tax law. 

First, under H. R. 10, self-employed 
persons may voluntarily establish their 
own private pension plans without mak- 
ing provision for the retirement of their 
own employees. Thus for the first time 
voluntary plans may, subject to the 
limitations under the bill as to amounts, 
be adopted for the benefit only of the 
employer. 

“Second, the self-employed persons 
may time contributions to suit their in- 
dividual needs without losing the bene- 
fits of past or future contributions. Self- 
employed persons would not have to 
finance their investments in the speci- 
fied funds out of current earned income 
but instead could finance such invest- 
ments by utilizing past savings. 

“Third, although H. R. 10 is in- 
tended to provide tax relief for funds 
set aside for retirement purposes, there 
is no effective means provided to pre- 
vent or discourage the withdrawal and 
consumption of the specified savings be- 
fore the age of retirement. The rela- 
tively moderate “penalty” imposed on 
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such withdrawals under -H. R. 10 would 
frequently be more than offset by the 
tax advantages resulting from spreading 
the income over as long as a_ five-year 
period for tax purposes. Consequently, 
people with fluctuating incomes would 
have the incentive to use the plan for 
averaging their incomes rather than tor 
retirement purposes, since they would be 
able to withdraw savings made under 
the plan with tax advantage 

their incomes are relatively low.” 


when 


Revenue loss 


The Treasury has estimated the rev- 
enue loss under H. R. 10 at $365 mil- 
lion on a full year’s basis, Mr. Lindsay 
said. “About $100 million of this rev- 
enue loss would be accounted for by 
the extra deductions granted to those 
already 50 years of age or over on the 
effective date of the bill. These esti- 
mates assume that actual deductions 
would be only a part of the maximum 
allowable, ranging from 15% of the 
maximum for taxpayers with less than 
$5,000 of income to 6624% of the max- 
imum for those with more than $20,000 
of income. 

“Comment has been received to the 
effect that because of the uncertainty 
regarding the extent to which eligible 
individuals will participate in the plans, 
the Treasury’s estimate of the revenue 
loss is high and that the actual revenue 
loss will be lower. It is suggested that 
many self-employed persons will not 
be able to take full advantage of the 
legislation and still keep up their nor- 
mal expenses. In this connection it is 
well to reiterate that the revenue esti- 
mate was based on the assumption that 
the actual deductions would be only a 
part of the allowable, and 
that self-employed persons with more 
than $20,000 of annual income would 


maximum 


use only two-thirds of their maximum 
allowable deduction. On this assump- 
nevertheless estimated that 
self-employed persons with incomes of 
$20,000 or would receive about 
$200 million or about 55% of the total 
tax reduction. 


tion, it is 


over 


“The revenue loss could very well be 
larger than our estimates. The fact that 
the bill would grant tax deductions for 
investments in a wide range of assets, 
including _ stocks, bonds, 
and specified types of insurance and 
annuity contracts, coupled with the fact 
that the bill would not require such 
investments to be financed out of cur- 
rent earnings, suggests that there might 


Government 
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well be close to maximum utilization 
of the benefits in the higher brackets.” 

The adoption of H. R. 10 in what- 
ever limited or modified form might 
well constitute a precedent for wide- 
spread tax relief for savings which 
would further erode the tax base. How- 
ever, Mr. Lindsay pointed out that “the 
same argument as to discrimination can- 
not be made in every case involving 
employees. Under private and Gov- 
ernment pension plans, while the em- 
ployee’s contributions are not deduct- 
ible, the contributions by the employer 
are not currently taxed to the em- 
ployee. In addition, in the case of 
social security and railroad retirement, 
the benefits when paid are tax free. On 
the other hand, there are many em- 
ployees who have no coverage under 
private or Government pension plans 
or, while covered, have inadequate cov- 
erage as compared with the benefits 
proposed under H. R. 10. Furthermore, 
as previously noted, employees covered 
by pension plans frequently have no 
vested rights in the contributions made 
on their behalf by the employer and 
lose such benefits should they leave 
their employer. 

“Under earlier versions of the bill, 
more widespread coverage was provided. 
The bill was subsequently limited to 
the self-employed because of objections 
from the Treasury based on the revenue 
impact and because employees, at least 
potentially, may benefit from private 
and public pension plans established 
by their employers whereas under the 
tax law self-employed individuals do 
not have the potentiality of tax bene- 
fits available to employees to provide 
retirement income. 

“However, proponents of the bill 
have observed that sooner or later the 
pensionless employee must also be 
brought under the bill, since those em- 
ployees who are forced to provide their 
own retirement are entitled to the same 
right of tax deferment on the portion 
of their earnings so used as their more 
fortunate colleagues who are provided 
for by their employers under qualified 
employee pension plans. Moreover, it 
has been suggested that, as the revenue 
permits, those inadequately covered un- 
der qualified employee pension plans 
should be given an opportunity to sup- 
plement such benefits by being able to 
participate in a limited way under the 
bill. Thus, in all likelihood, adoption 
of H. R. 10 will be used as a precedent 
for more widespread tax relief in this 


particular area, with pressures to per. 
mit the deduction of employee contri- 
butions to public and _ private plans. 
“If the benefits of H. R. 10 are ex. 
tended to all employees not covered by 
pension plans, the additional revenue 
loss under H. R. 10 would amount to 
more than $1.2 billion. If the benefits 
are further extended to inadequately 
covered employees, that is to say, coy- 
ered employees with the employer's 
contribution deducted from the allow- 
able limit, the additional revenue loss 
would amount to about $500 million. 
The over-all revenue loss would accord- 
ingly be in excess of $2 billion, taking 
into account the three separate classes 
of (1) self-employed, (2) pensionless em- 
ployees and (3) inadequately covered 
employees. 
. “Other revenue estimates based on 
different approaches or broader cover- 
age were previously submitted to this 
Committee in our report of February 
16, 1959 on this legislation. If tax de- 
ductions for the retirement savings of 
other groups, including employees’ con- 
tributions under private pension plans 
and under the social security, railroad 
retirement, Federal, and local 
civil service retirement programs, were 
permitted, the revenue loss would 
amount to over $1.3 billion. Alternately, 
if all taxpayers were allowed deductions 
for retirement savings up to 10% of 
their adjusted gross incomes or $2,500 
a year with the maximum also raised 
for persons over 50 years of age, as 
provided in the bill, it is estimated 
that the revenue loss would be $3 bil- 
lion a year.” 


State 


In view of the extension of certain 
corporate and excise tax rates, Mr. 
Lindsay said that the Treasury cannot 
at this time support a major tax reduc- 
tion bill. “We recommend that the 
tax treatment of retirement savings be 
carefully considered in conjunction with 
the Ways and Means Committee’s an- 
nounced plans for an extensive inquiry 
into the opportunities for constructive 
reform of the Federal tax system, a pro- 
ject in which the Treasury is cooperat- 
ing. The Committee will investigate the 
practical possibilities of broadening the 
tax base sufficiently to permit significant 
reductions in individual and corpora- 
tion income tax rates, without sacri- 
ficing the revenues needed by the Gov- 
ernment. Problems relating to retire- 
ment, including pension and _profit- 
sharing plans, are included in this in- 
quiry.” * 
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Meals and lodging furnished Artic em- 
ployee not taxable; were for convenience 
of employer. Taxpayer was employed at 
Thule, Greenland as a construction engi- 
neer. He was furnished meals and lodg- 
ing by his employer but a payroll deduc- 
tion was made for them. The Commis- 
sioner originally argued that because 
payroll deduction was made the amounts 
cannot be considered as for the con- 
venience of the employer. However in 
view of the IRS announcement that it 
will follow Boykin (260 F.2d 249) the 
Commissioner dropped that argument 
here. The court finds on the facts that 
the meals and lodging were furnished 
for the convenience of the employer. 
There were no other facilities available 
in the area and taxpayer could not 
otherwise have performed his job. 
Olkjer, 32 TC No. 42. 


Pension plan upheld; termination was 
due to business necessity. Taxpayer cor- 
poration tried to satisfy its discontented 
employees by creating a qualified pen- 
sion plan. However, it retained the 
power to terminate the plan at will. 
During the first few months of the plan’s 
existence, a number of employees re- 
signed and several others expressed a 
preference for increased salaries. As a 
result, the plan was abandoned before 
the end of one year. No funds were 
paid back to the corporation or its prin- 
cipal stockholder-officer. The Tax Court 
allows the corporation a deduction for 
contributions paid to the plan. The 
Regulations provide for disqualification 
of a plan if, without business necessity, 
it is abandoned within a few years 
after its creation. The rule is inapplica- 
ble here. Dissatisfaction by the very em- 
ployees for whom the plan was intended 
was a valid reason for termination. Kane 
Chevrolet Co., Inc., 32 TC No. 52. 


Pay during absence for pregnancy may 
qualify as sick-pay. The Service has clari- 
fied its earlier position that absence 
from work on account of pregnancy 
does not qualify as a sickness for pur- 
poses of the sick-pay exclusion. It now 
rules that sickness will exist from the 
commencement of labor to the termina- 
tion of the period during which tax- 
payer is physically incapacitated as a re- 
sult of childbirth or miscarriage, regard- 
less of the place of delivery. Also, a 
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written statement by a physician, that 
the taxpayer should remain at home be- 
cause of substantial danger of miscar- 
riage will generally be treated as estab- 
lishing sickness. Rev. Rul. 59-170. 


Employees’ annuity not sick-pay. An em- 
ployees’ annuity plan, operated in con- 
junction with the employer’s overall 
benefit plan, contained no specific pro- 
vision for early retirement because of 
disability, nor did it make any pro- 
vision for payments during a temporary 
disability prior to an age at which the 
employee can retire. The IRS rules the 
plan is not an accident or health plan 
therefore none of payments made by it 
can qualify as excludable sick-pay. Rev. 
Rul. 59-158. 


Deductions denied corporation for con- 
tributions to forfeitable profit-sharing 
trust. Over the years taxpayer corpora- 
tion established the practice of sharing 
profits with its employees by creating a 
trust at the end of each year and mak- 
ing contributions to the trust which 
were then distributed to the employees 
in the next one, two or three years. The 
Tax Court held the trusts were a profit- 
sharing plan and not, as the corporation 
contended, simply year-to-year payments 
of compensation deductible as business 
expenses. For the contributions to be de- 
ductible, the plan must qualify under 
the Code; since it does not, the coutribu- 
tions are not deductible. This court 
affirms. There were no provisions in 
the trust instruments which vest non- 
forfeitable rights in the employees. Wes- 
ley Heat Treating Co., CA-7, 6/17/59. 


Retired employee not taxed on trust dis- 
tribution if he elects to take annuity 
instead. If an employee of a qualified 
profit sharing trust upon termination 
of his services elects to take an annuity 
in lieu of a lump sum payment, no part 
of the lump sum is considered taxable to 
the employee at the time such sum first 
becomes payable. This is in accord with 
the rule that lump sum payments, ordin- 
arily taxable, are not taxed if the bene- 
ficiary elects within 60 days to take 
an annuity. Rev. Rul. 59-94. 


No self-employment tax on stockholders’ 
Subchapter S income. The amounts of 
income which are required to be in- 
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cluded in the gross income of each share- 
holder of a Subchapter S corporation 
should not be included in computing 
his net earnings from self-employment 
for FICA tax purposes. Rev. Rul. 59-221. 


No spread-back on wage payment de- 
layed by employer’s inability to pay. 
Taxpayer attempted to spread back a 
$25,000 salary payment over a three-year 
period. The court charged the jury that 
taxpayer must establish that he was an 
employee of the paying company during 
that period, that a legal obligation to 
pay the taxpayer existed, and that the 
delay was due to a condition similar to 
bankruptcy or receivership. It further 
charged that mere financial inability to 
pay would not be sufficient. On the 
facts, which are not given, the jury finds 
that taxpayer is not entitled to spread- 
back. Brooks, DC Fla., 4/9/49. 


Spread-back allowed for two contracts 
for similar services on same project. Tax- 
payer, an engineer, contracted with an 
engineering firm to actually do the work 
the firm had promised to do for an oil 
company and from 1954-1956 taxpayer 
worked as a sub-contractor. From 1956- 
1958 the taxpayer and the oil company 
contracted directly, the engineering firm 
having withdrawn. The fee for all the 
work was received in 1958. The IRS 
rules that the fee qualifies as long-term 
compensation for a single employment. 
Since the total employment under the 
two contracts covered a period of at least 
36 months, and the compensation re- 
ceived was not less than 80% of the 
total compensation, the income may be 
spread over a 36-month period pursuant 
to Section 1301. Rev. Rul. 59-211. 


Restricted stock options need not be 
uniform for all employees. Individual 
restricted stock options granted under a 
corporate plan will not be disqualified 
solely because each option is entirely 
separate and differs in its terms from 
the options granted to the other corpo- 
rate employees. Rev. Rul. 59-198. 


In a community property state sick-pay 
of one spouse is sick-pay of other. Under 
the Arizona community property laws, 
sick-pay received by a husband is com- 
munity income which is considered as 
received one half by each spouse. The 
nature and character of the income re- 
mains the same in the hands of the wife 
and is subject to the husband’s statutory 
sick pay exclusion. Rev. Rul. 59-159. 
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State Street decision makes urgent 


review of powers of settlor-trustee 


by WILLIAM K. STEVENS 


Every trust in which the donor holds broad administrative and investment powers 


as trustee should be reviewed to assess the risk of the trust being included in the 


settlor-trustee’s estate under the doctrine of the recent State Street case and to 


balance that hazard against the possibility of a gift tax at resignation of the settlor- 


trustee. Mr. Stevens outlines the facts in this case, which he thinks wrongly decided 


but dangerous, and highlights problems causing widespread concern among taxmen. 


— State Street Trust Company case 
(263 F.2d 635, CA-1 1959) may prove 
to be one of the most significant vic- 
tories for the Commissioner in estate 
taxation of trusts; it may be as im- 
portant as the Clifford case in the trust 
income tax field. If the rationale of the 
State Street case is applied generally, 
many trusts heretofore considered be- 
yond the reach of the Federal estate tax 
will be brought within its scope at the 
death of the settlor who is serving as 
trustee or co-trustee. Because of its pos- 
sible implications, it would be well for 
every practitioner to review carefully the 
administrative and management powers 
set forth in each irrevocable trust agree- 
ment under which the settlor is serving 
as a trustee and to decide whether or 
not it would be advisable for the settlor 
to resign the trusteeship. When review- 
ing the problem, one should also con- 
sider the possibility that the Commis- 
sioner may attempt to apply the reason- 
ing of the State Street case to the gift 
tax and contend that the act of resigna- 
tion is to be treated as the completion 
of a gift. 

In 1925 Milton L. Cushing established 
three spendthrift trusts for his children 
and he named himself and a bank as co- 
trustees. He reserved a power to termi- 
nate the trusts, which he exercised in 
1949, by directing that the properties 
held be distributed to his three children. 
The power was exercised upon condi- 
tion that the respective beneficiaries im- 


mediately establish new irrevocable 
trusts of the property. The beneficiaries 
did so. The three new trusts were sub- 
stantially similar to the old ones and 
Cushing was a cotrustee. However the 
trusts were irrevocable and there was no 
reservation of a power to terminate. Al- 
though the new trust agreements, in 
existence at Cushing’s death, 
written as though the children were the 
settlors, the court in the State Street case 
first determined that actually Cushing 
was the settlor and the investment and 
management powers held by him as co- 
trustee were to be treated as having been 
reserved by him. 


were 


Retained powers 


The United States District Court, Dis- 
trict of Massachusetts, and, on appeal, 
the First Circuit Court of Appeals, 
agreed that the following powers given 
the trustees, in addition to those based 
on statute and the common law, were 
sufficient to require the inclusion of the 
value of the three trusts in Cushing’s 
gross estate: 

1. power to exchange: “to exchange 
property for other property”; 

2. power to invest: “to retain and in- 
vest and reinvest in securities or prop- 
erties although of a kind or in an 
amount which ordinarily would not be 
considered suitable for a trust invest- 
ment, including, but without restric- 


tion, investments that yield a high rate 
of income or no income at all and wast- 


ing investments, intending hereby to 
authorize the Trustees to act in such 
manner as it is believed by them to be 
for the best interests of the Trust Fund, 
regarding it as a whole, even though 
particular investments might not other. 
wise be proper;” 

3. power to allocate receipts and dis. 
bursements: “to determine what shall be 
charged or credited to income and what 
to principal notwithstanding any deter- 
mination by the courts and specifically, 
but without limitation, to make such 
determination in regard to stock and 
cash dividends, rights, and all other re. 
ceipts in respect of the ownership of 
stock and to decide whether or not to 
make deductions from income for de- 
preciation, amortization or waste and in 
what amount.” 

The court found such powers to be so 
broad and all inclusive that the trustees 
could “very substantially shift the eco- 
nomic benefits of the trusts between the 
life tenants and the remaindermen,” 
and concluded that the value of the 
three trusts was includible in Cushing's 
gross estate as transfers under which he 
had retained the right to designate the 
person or persons who would possess or 
or enjoy the transferred property or its 
income (Section 811(c)(1)(B)(ii) of the 
1939 Code; Section 2036(a)(2) of the 
1954 Code). 

In reaching its conclusion concerning 
the trustees’ powers “considered as a 
whole,” the court reasoned that the 
powers were broad enough to permit ex- 
changes of trust property without refer- 
ence to values, investments in non-in- 
come producing property or in wasting 
assets without limitation as to the per- 
centage of trust corpus so invested, and 
the allocation of receipts or any item 
of trust property to either income or 
corpus, and because of the language used 
a court of equity would have no stand- 
ard with which to measure the trustees’ 
conduct “short of utter disregard of the 
rights of a life tenant or remainderman 
springing from arbitrary or dishonest 
conduct or bad faith or fraud.” 


Dissenting opinion 
Chief Judge Magruder dissented from 
the opinion and judgment of the court. 





[Mr.. Stevens, assistant vice-president of 
the First National Bank of Chicago, 
regularly appears in the Journal as 
editor of the department concerned 
with the income taxation of estate and 
trusts.] 
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He failed to agree that it would be im- 
practical for a court of equity to control 
the trustees in the exercise of their 
fiduciary powers, or that such powers 
constituted a “right” to designate the 
persons who would enjoy the property. 
He pointed out that overriding rules of 
trust law require a trustee to obtain fair 
value on an exchange, that in selecting 
investments extraordinary ones had to 
be balanced so that neither income nor 
principal would be prejudiced, and that 
in allocating receipts or assets external 
standards would be applicable. 

In reaching its decision the majority 
of the court, in effect, disregarded a 
fundamental principle of trust law, that 
when there are two or more beneficiaries 
of a trust, the trustees are under a duty 
to deal impartially with them, and this 
principle is applicable whether the bene- 
ficiaries are entitled to interests in the 
trust property simultaneously or suc- 
cessively. In addition, if under the terms 
of a trust, the trustees are to pay the net 
income to a life tenant, and upon his 
death distribute the principal to a re- 
mainderman, the trustees are under a 
duty to the life tenant to take care not 
only to preserve the trust property but 
to make it productive so that he will 
receive a reasonable income, and also 
under a duty to the remainderman to 
take care to preserve the trust property 
for him. The language in the Cushing 
trust agreements is broad, but certainly 
not so broad that Cushing, as cotrustee, 
could ignore his obligation to be loyal 
to the beneficiaries and to be impartial, 
or to neglect his duty to make the trust 
property productive and his duty to pre- 
serve it for the remainderman. The 
court did note that the powers given 
the trustees to invade principal for the 
comfort, maintenance and support of 
the beneficiaries created determinable 
rights in the beneficiaries which could 
be enforced by a court of equity. It is 
dificult to agree that such a court would 
allow the trustees to use their powers of 
investment and allocation to shift bene- 
ficial interests to any greater extent than 
they were given specific authority to do 
so under the provisions of the agree- 
ments dealing with beneficial interests. 
The majority of the court is, in effect, 
concluding that the trustees have a 
“right” to do indirectly that which they 
are not specifically authorized to do. 
The opposite conclusion, that of Chief 
Judge Magruder, would seem to be the 
correct one, for the office of trustee is 
that of a fiduciary to which courts of 


equity have consistently applied very 
high standards of conduct; impartiality 
and loyalty to the beneficiaries is at all 
times essential. 


Implications 


Even if one disagrees with the ma- 
jority opinion in the State Street case, 
it has been decided in favor of the Com- 
missioner and one must not underesti- 
mate its effect. In any case where the 
settlor is serving as a trustee, broad ad- 
ministrative or investment powers may 
be sufficient for the Commissioner to 
claim that the value of the trust is in- 
cludible in the settlor’s gross estate as a 
transfer subject to a retained “right .. . 
to designate the persons who shall 
possess or enjoy the property or the in- 
come therefrom.” Under the circum- 
stances, should the settlor of any ir- 
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revocable trust continue to serve as a 
trustee if the trustees’ administrative or 
investment powers are broadly stated? 
But may such a trustee resign without 
adverse gift tax conseqences? Under the 
gift tax regulations, a gift is considered 
to be incomplete to the extent that a 
reserved power gives a settlor the power 
to change the interests of the bene- 
ficiaries as between themselves unless the 
power is a fiduciary power limited by a 
fixed or ascertainable standard. The ma- 
jority of the court in the State Street 
case determined that the powers pos- 
sessed by Cushing over exchanges, in- 
vestments and income and _ principal 
allocations were not limited by a fixed 
or ascertainable standard. If he had re- 
signed as trustee, would the Commis- 
sioner have contended that the act of 
resignation made the gifts complete? * 


Tax planning can improve even the 


simplest ever ything-to-my-wife will ; 


by DAVID G. KAY 


Estate planning is not just for the dwellers in the top brackets. Mr. Kay here shows 


how an alert tax advisor can suggest changes in a very typical situation—the will for 


the young father of a family—which can result in considerable tax saving. 


I THESE TIMES when _ testamentary 
planning is so often made to turn 
upon estate tax considerations, it is re- 
freshing to note the occasional ap- 
propriateness of the so-called simple will 
—the bequest of all of one’s property 
outright to the surviving spouse. 

Consider John Doe, an up-and-coming 
business executive in his thirties whose 
estate of $160,000 is made up largely of 
life insurance payable to his wife, an 
interest in his home, and, in addition to 
a cash reserve, a small but select list of 
securities. His wife’s estate is nominal. 
They have three minor children. John’s 
wife has demonstrated maturity in 
money matters and is devoted to her 
family. 

This young man has stated his desire 
to leave all of his property outright to 
his wife, setting up a contingent trust 
for the benefit of his children in the 
event of a common disaster. His counsel 
has explained to him the importance of 
Federal estate taxes and has pointed out 
that John could substantially reduce the 
costs of transferring property through 
his wife to his children by establishing 
a trust under his will for that part of 





his property in excess of the maximum 
marital deduction allowable in his estate. 
If John were to give property in excess 
of the maximum marital deduction to 
a non-qualifying trust, taxes on his estate 
would be roughly $1,600 and the taxes 
on his wife’s estate upon her later 
demise, an additional $1,600. If on the 
other hand, John were to give his wife 
his entire estate, although the taxes on 
his transfer will remain at $1,600, his 
wife’s estate, if undiminished during her 
lifetime, would be subject to a $20,000 
tax bite upon her death. 

John has considered the matter care- 
fully. He has weighed the tax impact 
against the consideration that should 
something happen to him now, his wife’s 
life expectancy of more than thirty years 
would give her ample opportunity at a 
later time to maneuver the family for- 
tunes in an effective tax pattern. He 
knows too that the costs of raising his 
children to adulthood and providing for 
his wife’s needs in her widowed years 
will, in all probability, consume the 
bulk of his estate. 

John has decided to let the tax chips 
fall where they may and has asked his 
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[Mr. David G. Kay is assistant trust 
officer, Union Commerce Bank in Cleve- 
land, and is a member of the Ohio Bar.| 





attorney to prepare a so-called simple 
will for him so that his wife may have 
full use and enjoyment of his property 
without the reservations that a tax-sav- 
ing trust might require. 

Since John has a considerable amount 
of life insurance his attorney prepares a 
contingent life insurance trust agree- 
ment for the benefit of John’s children 
to take effect if his wife predeceases him 
or in the event of a common disaster. (I 
assume that the Uniform Simultaneous 
Death Act is in effect in the state of 
John’s domicile.) John’s will reads in 
part: 

“All the rest, residue, and remainder 
of my estate . . . I give, devise and be- 
queath to my wife, Mary Doe, if she 
shall survive me. In the event that my 
said wife shall fail to survive me then I 
give, devise, and bequeath said rest, 
residue, and remainder of my estate to 
X Bank in trust so that the said may be 
added to and thereafter held, treated, 
and disposed of as a part of the trust 
trust agreement into 
which I entered with said X Bank under 
date of January 2, 1959.” 

The dispositive provisions are com- 
plete. Taxwise, however, from the point 
of view of a common accident John’s 
will is not a finished product. 


created under a 


Common disaster 


Assume that Mary actually survives 
her husband’s death in a common acci- 
dent but dies shortly thereafter from her 
own injuries. By John’s will his entire 
estate vests in her, but the rationale be- 
hind his giving the entire estate to her 
fails. She has no opportunity to dissipate 
the property or to set up a program to 
minimize subsequent estate taxes. It does 
not follow, though, that she should re- 
ceive no part of John’s estate. 

Circumstances such as these suggest a 
middle road, namely, provision in John’s 
will that, insofar as is possible, Mary will 
receive property equal to the maximum 
marital deduction in her husband’s 
estate. As to the balance of his estate, 
however, since tax consequences are ad- 
verse if Mary dies soon after it vests in 
her, distribution to Mary should be 
made contingent upon her surviving her 
husband by such a period of time as 
would indicate that she has hurdled the 
possibility of a common disaster and will 
go on to live out her natural life span. 
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John’s simple will therefore becomes a 
bit more complex and now reads: 

“If my wife, Mary Doe, shall. survive 
me, then I give, devise, and bequeath to 
her from the rest, residue, and re- 
mainder of my estate .. . (here set out 
the marital deduction formula). The 
provisions herein made for the benefit 
of my wife shall not fail by reason of her 
death in a common accident with me 
or by her failure to survive me for a 
specified period of time, any statute or 
rule of law to the contrary notwith- 
standing. If there is any doubt as to 
whether my wife survived me she shall 
be presumed to have survived me. 

The balance of the rest, residue, and 
remainder of my estate as above de- 
scribed I give, devise, and bequeath as 
follows: 

A. If my wife, Mary Doe, shall survive 
me by a period of six months, then I 
give, devise, and bequeath to her the 
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balance of said rest, residue, and re. 
mainder of my estate. 

B. If my wife, Mary Doe, shall pre- 
decease me or if having survived me, my 
said wife shall fail to survive me by a 
period of six months, then I give, e 
vise, and bequeath the balance of said 
rest, residue, and remainder of my 
estate to X Bank in trust so that the said 
may be added to and thereafter held, 
treated, and disposed of as a part of the 
trust created under a trust agreement 
into which I entered with said X Bank 
under date of January 2, 1959.” 

The period of time of survival upon 
which the bequest of non-marital prop- 
erty should hinge is, of course, a matter 
of choice. Presumably the period could 
be extended to one or even two years 
after the date of testator’s death with 
‘the family’s interim needs being met by 
distributions to the widow of marital de- 
duction property. % 


gift tax decisions 





Gift tax return revised. The new Form 
709 contains two changes of interest: (1) 
the reference to donee information re- 
turns is omitted since information re- 
turns are no longer required; and (2) 
the manner in which a spouse must con- 
sent to have gifts by husband or wife to 
third parties treated as made one-half 
by each is described more fully. The 
consent should be signified by the spouse 
filing the return, by answering “‘yes” to 
the question, “Do you consent to have 
the gifts made by both you and your 
spouse to third parties during the cal- 
endar year considered as having been 
made one-half by each of you?-”, and 
by the other spouse executing the “Con- 
sent of Spouse” appearing on the face 
of the same return. 


Estate includes death benefit from ex- 
change gratuity fund. Decedent, a mem- 
ber of the Philadelphia-Baltimore Stock 
Exchange, made payments to the Gratui- 
ty Fund established by the association for 
the purpose of paying benefits upon 
death of a member. Upon decedent’s 
death in July 1954, $7,500 was paid from 
the Gratuity Fund to decedent’s family. 
The Tax Court determined that the 
$7,500 was includible in decedent’s gross 
estate as proceeds of insurance on dece- 
dent’s life, premiums which had been 
paid by the decedent. The association 
had, in effect, established a mutual life 
insurance company and payments into 


the fund by decedent were the equivalent 
of premiums. Decedent died prior to the 
effective date of the 1954 Code, and the 
Tax Court applied the premium payment 
test under Section 811(g)(2) of the 1939 
Code in reaching the conclusion that the 
proceeds were subject to Federal estate 
tax. Moyer, 32 TC No. 47. 


Trust not includible in estate as trans- 
fer subject to power to revoke. Decedent 
transferred $30,000 to trustees for named 
beneficiaries. In spite of the fact that the 
trust instrument expressly provided that 
no part of the trust property should ever 
revert to or revest in the grantor-dece- 
dent, the district director had required 
that its value be included in decedent's 
gross estate. The court disagrees. After 
finding that the grantor-decedent had 
intended to surrender and did not re- 
serve any power to cause the trust prop- 
erty to revert to or revest in him, the 
court held that the executors were en- 
titled to a refund. Frensley, DC Texas, 
5/19/59. 


Power to invade principal for “happi- 
ness and well being” too limited for 
marital deduction. Decedent gave his 
widow a legal life estate in his residuary 
estate. In addition, the will provided 
that she was to have the right “to in- 
vade and use the principal not only for 
necessities but generally for her comfort, 
happiness and well being.” The Com- 
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missioner took the position that the 
power given the widow was not a power 
to appoint the entire principal to her- 
self exercisable in all events. The Tax 
Court agreed. Although the widow had 
the power to consume the principal, she 
did not have the power to appoint the 
unconsumed principal to herself or dis- 
pose of it to others of her own selection. 
May, 32 TC No. 38. 


Estate tax saving, not income tax saving, 
was motive for gift. Decedent, within 
three years prior to her death, at age 83 
and in poor health, transferred 309 
shares of bank stock and $9,000 in cash 
to her two daughters. After her death her 
daughters contended that the transfers 
were not made in contemplation of 
death, that her dominant motive was to 
save income taxes. She had been provid- 
ing each daughter with a monthly allow- 
ance of $250, and her attorney had sug- 
gested a transfer of income-producing 
property to the daughters. The court, 
however, noted that a comparison of the 
income and the income tax of the dece- 
dent and her daughters revealed that they 
were in almost the same brackets and 
that the net income-tax saving would 
probably be about $50 a year and certain- 
ly not more than $500 a year. The court 
concludes that decedent’s primary motive 
was to save federal estate tax in the 
amount of $10,000, and hold the trans- 
ferred property includible in her gross 
estate. Butterworth, DC La., 5/25/59. 


District Court must determine effect of 
NY law on trust right to remove person 
with power to terminate. Decedent estab- 
lished an irrevocable trust in 1926 to pay 
income to herself for life, then to her 
daughter for her life. Two named indi- 
viduals, Clark and Irwin, were given the 
power to terminate the trust at any time. 
Upon termination the entire principal 
would be distributed to the income bene- 
ficiary. Decedent retained a power to re- 
voke the appointments of Clark and Ir- 
win and substitute other persons in their 
places. The District Court had held the 
entire value of the trust property includ- 
ible in decedent’s gross estate under Sec- 
tion 2038(a)(2) as a transfer subject to a 
retained power to alter, amend, revoke 
or terminate. The District Court had 


noted that the decedent could substitute 
herself for one of the persons empowered 
in the trust agreement to terminate the 
trust. On appeal, it was contended that 
even if decedent had substituted herself 
for Clark or Irwin, she could not have 


exercised the power of termination. It 
was argued that the prohibition con- 
tained in Section 141 of the New York 
Real Property Law to the effect that, “A 
power vested in a person in his capacity 
as trustee of an express trust, to distrib- 
ute principal to himself cannot be exer- 
cised by him” would have prevented de- 
cedent from exercising the power during 
the time when she was income benefici- 
ary, that is, during her lifetime. Inasmuch 
as this argument was not presented in 
the District Court, but was raised for the 
first time on appeal, the case is remanded 
to the District Court. The District Court 
is asked to determine whether New York 
law would have prevented decedent from 
exercising the power to terminate if she 
had substituted herself for Clark or Irwin. 
Does Section 141 of the New York Real 
Property Law apply to a trust of personal 
property? The statute refers to the power 
vested in a person as trustee of an express 
trust. Can it be said that such power was 
vested in decedent as trustee when what 
she possessed was a power to remove a 
person possessing a power of termina- 
tion? Clark, CA-1, 6/4/59. 


Valuation of stock of closely held corpo- 
ration. Decedent owned 155 shares of 
the capital stock of a closely held com- 
pany whose only activity was holding 
stocks of operating furniture companies. 
Decedent’s executors claimed that de- 
cedent’s business acumen and stature in 
the retail furniture 
sponsible for the success of the operat- 


business was re- 


ing furniture companies and that the 
holding company stock should not be 
valued at over $252.85 a share. The 
government claimed that the value of 
the stock was $1,033 a share, and the 
Tax Court reached the conclusion that 
$900 a share was the proper value for 
estate tax purposes. Asset value and a 
capitalization of earnings (at 914 times 
earnings) were considered as acceptable 
factors in arriving at the $900 figure. 
The court disregarded the effect of de- 
cedent’s death upon the value of the 
stock after noting that the businesses 
continued to be _ successful after his 
death. Levenson, TCM 1959-120. 


Kansas jury agrees with executrix on 
fair market value of Kansas farm land. 
Decedent, a Kansas owned 
various tracts of farm land which were 
includible in his gross estate for Federal 
estate tax purposes. His executrix had 
the land appraised and paid an estate 
tax based upon the appraisals. The gov- 


farmer, 
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ernment rejected the evaluations set by 
the appraisers for the estate and asserted 
a deficiency. In the suit for refund, the 
judge instructed the jury to determine 
the fair market value of the farm prop- 
erty as of the date of decedent’s death 
based upon the testimony submitted: 
“what it was worth at that time to a 
man who wanted to buy, was a willing 
buyer, but didn’t have to buy, from a 
man who wanted to sell, but didn’t have 
to sell.” The jury, several of whom were 
farmers, set a value on each parcel con- 
siderably lower than the government's 
figure, and it was held that decedent's 
executrix was entitled to a refund. Byer, 
DC Kansas, 2/16/59. 


Annuity and insurance policies found 
to be community property. Decedent and 
her husband were residents of California, 
a community property state. When she 
died, survived by her husband, he owned 
20 insurance and six annuity policies, 
and she owned five annuity policies. All 
26 of his policies were determined to be 
community property under California 
law inasmuch as they were taken out 
during marriage and the premiums were 
paid from community funds. One-half 
of each is includible in her gross estate. 
As for the five annuities owned by her, 
two were her separate property, includ- 
ible in full, and three were community 
property, includible in her gross estate 
to the extent of one-half of their value. 





Stewart, CA-5, 6/18/59. 
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NOTICE 


“Knowing where to tap” concerning the 
income taxation of life insurance companies 
will now be important to many tax men. 
> The concise studies shown below, edited by 
> the author of “The Life Insurance Balance 
Sheet,” should be most helpful. 


» TAX PLANNING FOR LIFE INSURANCE 
COMPANIES—1959 $25.00 


HOW TO PREPARE THE 1958 LIFE IN- 
SURANCE COMPANY TAX RETURN $20.00 
‘ (With Work Sheets) 

John B, Reid, Jr., Editor 
Publication date will be about August 25, 
| 


’ THE CANDIDATE PRESS 


7 Life Insurance Text Division 
P. O. Box 35461 Dallas 35, Texas 

















The Journal of Taxation 


NEW DEVELOPMENTS IN 


“Taxation of oil & 


September 1959 





La Gloria decision shifts depletion but 


doesn’t say where manufacturing begins 


by STANLEY C. SIMON 


Ever since a district court allowed La Gloria percentage depletion on all the sales 


from its cycling operations, tax men have been waiting for the decision on appeal. 


But, the reversal by the Fifth Circuit dismissed in a mere footnote the question that 


had so alarmed the Treasury: where does processing stop and manufacturing begin. 


Mr. Simon here analyses the nature of La Gloria’s operations and considers the 


unanswered questions as well as its main point, the nature of an economic interest. 


i po Court oF AppEALs for the Fifth 
Circuit, on June 16, 1959, reversed 
the U. S. District Court for the Western 
District of Texas, Austin Division, and 
held that La Gloria Oil and Gas Com- 
pany was not entitled to depletion. In 
order to see the full ramifications of this 
somewhat mystifying opinion, it will be 
helpful to set forth the essential facts in 
complete detail. 


Cycling necessary 


In 1940, certain oil and gas companies 
and individuals owned interests in un- 
developed oil and gas leases in the La 
Gloria Field area. This is a multiple- 
sand oil and gas field in Jim Wells and 
Brooks Counties, Texas, which includes 
the “La Gloria Unit,” the “South La 
Gloria Unit,” and the “Moos Unit.” 
The 35 producing zones contain reserves 
of oil and natural gas; the latter con- 
sists of approximately 94% methane and 
6% heavier hydrocarbon compounds. 
Each of these hydrocarbons exist in a 
natural vapor state under high pressure. 

Prior to 1940, five exploratory wells 
had been drilled. These established the 
existence of the hydrocarbons in some 
of the reservoirs, and there was a possi- 


bility that drilling additional wells 


would develop substantial reserves of 
additional hydrocarbons. In 1940, so far 
as the La Gloria field was concerned, 
there was no substantial market for 
but there was an available 
market for some of the heavier hydro- 


methane; 


carbons. Under the conservation laws of 
Texas, which prohibit physical waste, it 
illegal to produce 
natural gas from La Gloria field, sep- 
arate the heavier hydrocarbons, and flare 
the residue (methane). Furthermore, un- 
less reservoir pressure was maintained, 
some 8,800,000 barrels of heavier hydro- 
carbons would have been lost by retro- 
grade condensation—a further waste pro- 
hibited by law. 

Thus, the only existing, feasible means 
of producing an economic return from 
the natural gas reserves was cycling, 

e., producing the natural gas, separat- 
ing the marketable heavier hydro- 
carbons, and reinjecting the residue gas 
into the formations. In 1940, taxpayer 
corporation, La Gloria Oil and Gas 
Company, entered into a contract with 
Magnolia Petroleum Company and the 
other owners of the undeveloped gas 
leaseholds in the La Gloria field. This 
contract provided, generally, as follows: 

1. La Gloria would use its best efforts 
to unitize the participating area. 

2. La Gloria would build a cycling 
plant, together with the necessary gather- 
ing and return lines, with a capacity of 
at least 150,000,000 cubic feet of gas per 
day. 

3. La Gloria would drill and equip 
the necessary gas wells (but not more 
than 20), together with the necessary 
input wells. The number, location, and 
specifications of the wells were to be 
determined by Magnolia; but La Gloria 


would have been 





was to be repaid for such well cost from 
Magnolia’s share of production. 

4. La Gloria would operate the cycl. 
ing plant, take and process the gas for 
the recovery of heavier hydrocarbons, 
and reinject the residue gas. 

5. In consideration of La Gloria’s jn. 
vestment and undertakings, it acquired 
50% of the heavier hydrocarbons “con- 
tained in all gas to be produced from” 
said leases. 

La Gloria made similar contracts with 
Magnolia and the other owners of un- 
developed leaseholds in the South La 
Gloria field and with The Texas Com- 
pany and the other owners of unde. 
veloped leaseholds in the Moos unit in 
1941 and 1943, respectively. 

In 1940, La Gloria obtained permis. 
sion to cycle gas in the La Gloria field. 


‘It constructed the necessary facilities at 


a total cost of about $5,500,000. It subse- 
quently was reimbursed for the cost of 
drilling the wells, building the cycling 
plant, etc., from the leaseholders’ shares 
of the heavier hydrocarbons. 

In order to understand one of the 
issues of the case, it is helpful to trace 
the flow of the gas through the cycling 
process. High pressure gas flowed from 
the producing wells through the gather- 
ing lines to the plant, where it passed 
through coolers, through regulators 
(where the pressure was reduced), into 
separators. There, as a result of change 
in temperature and pressure, some of 
the heavier hydrocarbons fell out and 
flowed to the raw feed tank. The re- 
maining gas flowed into absorbors, where 
additional hydrocarbons were scrubbed 
out of the gas by going into solution 
with absorption oil. The enriched ab- 
sorption oil was heated to remove the 
heavier hydrocarbons, which flowed into 
the raw feed tanks; the dry gas flowed 
through compressors and the return lines 
to the input wells, 
injected into the reservoirs. The heavier 
the raw feed tanks 
flowed to fractionators, where they were 
divided into the various, separate com- 
pounds. 

Throughout the entire process, the 
heavier hydrocarbons underwent no 
chemical change; they were merely re- 
moved “as is” from the wet gas. 

La Gloria claimed percentage deple- 
tion on its income from the sale of its 
50% of the heavier hydrocarbons ex- 
tracted and sold, but the Treasury dis- 
allowed the deduction. La Gloria paid 
the taxes and sued for refund. The 


where it was re- 


hydrocarbons in 








co 





ing 


om 


sed 
rs 
nto 
ige 

of 
ind 


ere 
bed 
ion 
ab- 
the 
nto 
wed 


ines 


vier 
inks 
vere 


om- 


the 


no 


eple- 
f its 
, ex- 

dis- 


paid 
The 








government contended that La Gloria 
had no economic interest in the heavier 
hydrocarbons in place and, therefore, 
was not entitled to depletion; and al- 
ternatively, if depletion were allowable, 
that the process by which the heavier 
hydrocarbons were recovered was, at 
least in part, manufacturing, as dis- 
tinguished from production, so that La 
Gloria was not entitled to base percent- 
age depletion on 100% of the sales price 
of its share of the heavier hydrocarbons. 


District Court holding 


The district court held that La Gloria 
acquired by investment an interest in 
the hydrocarbons in place because (1) it 
contributed essential facilities to the 
production of the hydrocarbons through 
the investing and risking of millions of 
dollars in drilling and equipping the 
wells and building the cycling plant, (2) 
it was engaged in the production of the 
hydrocarbons from the La Gloria field, 
and (3) it received a right to the heavier 
hydrocarbons in place because it was 
conveyed an interest in the hydro- 
carbons in, under and to be produced 
from the La Gloria field. The court 
further concluded that La Gloria had to 
look solely to production from the La 
Gloria field for the recovery of its 
capital investment. Lastly, the court held 
that La Gloria was entitled to depletion 
on all of its income, because the re- 
covery of the hydrocarbons in the separa- 
tion plant was a part of the production 
process and was indispensable to the 
extraction of such hydrocarbons in the 
same chemical form as they were under- 
ground. That is, because the heavier 
hydrocarbons did not undergo a chem- 
ical change, but were merely separated 
from the methane, the entire process 
constituted production—not manufactur- 
ing. 

Alarmed principally by the last hold- 
ing, the Treasury proposed legislation to 
limit the depletion base to the value of 
the oil and gas in the vicinity of the 
well and before conversion beyond the 
crude state, ie., to prevent taxpayers 
from computing depletion on the price 
received for finished plant products. 
Meanwhile, the Government appealed 
the case to the Fifth Circuit. 


The reversal 


In a two-to-one opinion, the Fifth 
Circuit reversed the district court, and 
held that La Gloria had no economic 
interest in the minerals in place, so 
that it was not entitled to depletion. 





Thus, as the court said, it would not 
have to decide where production ceased 
and manufacturing began; however, in a 
footnote which will be discussed later, 
the court shed light on this question. 

The Fifth Circuit made much of the 
charge that some 20% of La Gloria’s in- 
come came from processing third-party 
wet gas, i.e., gas from sources other than 
Magnolia, The Texas Company, and the 
other grantors mentioned above. Be- 
cause La Gloria received income from 
outside processing, the Fifth Circuit said 
that the value of the capital investment 
in its plant would be recouped from 
these outside sources as well as from the 
three units here involved. That is, La 
Gloria would not have to look solely to 
production of hydrocarbons from these 
units to recoup its investment. 

The court stated that the proper rule 
as to whether income was depletable 
was, as the parties agreed, laid down in 
Palmer (287 U.S. 551) as follows: “a tax- 
payer is entitled to depletion where he 
has (1) ‘acquired, by investment, any 
interest in the oil in place,’ and (2) ‘[se- 
cured] by any form of legal relationship, 
income derived from the extraction of 
the oil, to which he must look for a re- 
turn of his capital.’” 

The court discussed at length South- 
west Exploration Co. (350 U.S. 308) but 
said that the La Gloria case more re- 
sembled Bankline Oil Co., (303 U. S. 
362) where a processor of wet gas was 
denied depletion on the ground that it 
had no interest in wet gas until it was 
delivered into its gathering lines. The 
Fifth Circuit said that “the mere fact 
that a taxpayer makes a large investment 
in a necessary plant for the sole purpose 
of extracting hydrocarbons from a 
stream of gas, part or all of which is 
thereafter reintroduced in the under- 
ground reservoir under pressure, and 
gets its return exclusively from a share 
of the hydrocarbons extracted, has not 
thereby made a ‘capital investment in 
the mineral deposit.’ ” 


La Gloria’s interest 


The Fifth Circuit disposed of the tax- 
payer’s contention that there was an 
actual conveyance of the hydrocarbons 
in place by drawing a hairline distinc- 
tion. Although the “whereas” clause in 
the contracts stated that the buyers were 
desirous of purchasing and the sellers of 
selling “the natural gasoline, condensate 
and other products contained in all gas 
in and under and to be produced from 
said leases . ” the granting clause 
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the Tax Department of the Dallas office 
of Lybrand, Ross Bros. & Montgomery. 
He has been a major contributor to 
Montgomery’s Federal Taxes, 35th, 36th, 
and 37th Editions.} 





granted “all natural gasoline, condensate 
and other products contained in all gas 
to be produced... .” 

At this point, it is interesting to divert 
momenta-ily for an intriguing query. If 
La Gloria were to obtain correction 
deeds and to claim depletion in 1959 
and subsequent years, would the Fifth 
Circuit hold that it now had an eco- 
nomic interest? 

The court further placed emphasis on 
the fact that the sellers had complete 
ownership and control of the wells and 
equipment, ‘so that “La Gloria had no 
right to enter, drill or take any gas 
except as it was delivered to it at the 
top well connections of the seller.” La 
Gloria was prohibited from encumber- 
ing the seller's leases or the production 
therefrom or interest therein, and the 
contract was nonassignable by La Gloria. 
The court observed that this was “in- 
consistent with the nature of the in- 
terest which the owners of heretofore 
recognized depletable interests have 
held.” It concluded “that there was here 
no actual conveyance of any of the 
minerals in place.” 

La Gloria contended that, because of 
the state conservation laws, its facilities 
were essential to the production of the 
wet gas, so that the furnishing of such 
facilities created an economic interest. 
La Gloria owners urged that production 
was not complete until the dry gas was 
reinjected. The court held that the same 
sheer necessity was present in respect to 
the wet gas in the Bankline case, that 
“the mere fact that La Gloria’s extract- 
ing processes are necessary to produce 
the salable heavier hydrocarbons does 
not of itself make of its investment in 
the plant it builds for that purpose an 
investment in the minerals in place.” 

Lastly, the court introduced a novel 
and disturbing concept. Because La 
Gloria could look to production from 
all three fields, La Gloria, South La 
Gloria, and Moos, and especially because 
La Gloria obtained 20% of its gross in- 
come from the processing of third-party 
gas, it was “playing the field.” That is, 
because La Gloria could look to pro- 
duction from all three fields to recoup 
its capital investment, it did not have an 
economic interest in any of them. The 
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writer believes that this concept does 
not properly state the law, and hopes 
the concept will die stillborn. 

In conclusion, the court “La 
Gloria is therefore a stranger to the 
fee and to the leaseholds... it... did 
not look to the extraction of mincrals 
... from any single producing property 
for recoupment of its large investment. 
Its fortunes did not rise and fall in the 
same way as would the lease owners 
when new reservoirs were discovered or 
when the reservoirs ran dry. . . . (It) 
does not fit into the pattern of those as 
to whom Congress, by an act of grace 
. . . has permitted the depletion deduc- 
tion.” 


said 


What is production? 

Leland E. Fiske, Esq., who was then 
Chief Engineer Revenue Agent for the 
Dallas Region of the Internal Revenue 
Service, was a witness for the govern- 
ment in this case. He made the neces- 
sary computations under the well-known 
Fiske formula, and the parties stipulated 
that if production stopped after the 
separation process, 60% of the sales 
price of the heavier hydrocarbons cun- 
stituted depletable income; after absorp- 
tion, 8614%; after fractionation, 100%. 

The taxpayer contended, and the dis- 
trict court held, that the entire process 
—separation, absorption, and fractiona- 
tion—constituted production. The gov- 
ernment argued that, assuming La 
Gloria had an economic interest, pro- 
duction stopped after the separation 
process. The Fifth Circuit took a middle 
view. In a footnote the court said, in 
effect, that if it were to reach the ques- 
tion, it would hold that production 
stopped after separation and absorp- 
tion. That is, fractionation constituted 
manufacturing. Thus, 8614% of the 
sales proceeds would have constituted 
depletable income. 

Since this point was, to most tax men, 
of greater interest than the economic- 
interest question, and since the Treasury 
was more alarmed by the thought that 
depletion could be based on the sales 
price of finished plant products than 
the thought that La Gloria might be 
entitled to some depletion, the writer 
wishes the court had devoted more than 
a footnote to this question. 

It seems that Magnolia, the Texas 
Company, and the other grantors might 
be in a position to exploit this footnote. 
If La Gloria had no economic interest, 
the amounts received by it logically con- 
stituted income constructively. received 
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for the grantors and processing fees 
constructively paid to La Gloria by 
them. Thus, they should be entitled to 
include 8614% of such amounts in their 
depletion bases. 


The dissent 


In an incisive dissent, Judge Brown 
pointed out what seemed to him to be 
defects in the majority’s reasoning. He 
said that, under Palmer, supra, Kirby 
Petroleum Co. (326 U. S. 599) and Bur- 
ton-Sutton Oil Co. (328 U. S. 25) legal 
title to the oil in place was insignificant. 
He accused the majority of overempha- 
sizing formalism of contract and disre- 
garding the substantial undertakings as- 
sumed by La Gloria. 

In his view, La Gloria’s facilities con- 
stituted as much an indispensable con- 
tribution to exploration and production 
as did the upland drill site in the 
Southwest Exploration case. Because of 
the Texas conservation laws, Magnolia 
and the other owners would not have 
been permitted to produce their wet gas 
without La Gloria’s facilities. 

Judge Brown pointed out that “the 
so-called ‘investment’ 
interest concept is not used in the tra- 
ditional sense, and the ‘capital’ for the 
return of which one must look to in- 
come derived from extraction and sale 
of oil is not the amount of money spent 
to acquire the interest, but is rather 
the interest acquired by that expendi- 
ture.” Even disregarding this fact, La 
Gloria ‘‘made an indispensable contribu- 
tion for production and that, in turn, 
involved substantial financial risks, pay- 
ments and liabilities.” In Judge Brown’s 
view Southwest Exploration, not Bank- 
line, was the controlling precedent. 

Judge Brown demonstrated that most 
of the factors which the Supreme Court 
deemed decisive—because absent—in the 
strip mining cases, Parsons and Huss 
(April 6, 1959) were present here and, 
therefore, were equally decisive. Such 
factors, in the Supreme Court’s lan- 
guage, were as follows: 

“. . . (3) that the contracts were com- 
pletely terminable without cause on 
short notice; (4) that the landowners did 
not agree to surrender and did not ac- 
tually surrender to petitioners any capi- 
tal interest in the coal in place; (5) that 
the coal at all times, even after it was 
mined, belonged entirely to the land- 
owners, and that petitioners could not 
sell or keep any of it but were required 
to deliver all that they mined to the 
landowners; (6) that petitioners were 


in the economic 





not to have any part of the proceeds of 
the sale of the coal, but, on the con. 
trary, they were to be paid a fixed sum 
for each ton mined and delivered, which 
was, as stated in Huss, agreed to be in 
‘full compensation for the full perform- 
ance of all work and for the furnishing 
of all (labor) and equipment required 
for the work’; and (7) that petitioners, 
thus, agreed to look only to the land- 
owners for all sums to become due them 
under their contracts. The agreement of 
the landowners to pay a fixed sum per 
ton for mining and delivering the coal 
‘was a personal covenant and did not 
purport to grant (petitioners) an inter- 
est in the (coal in place).’” 

Judge Brown stated that there was 
“nothing in Anderson . (310 U. §, 
404) . . . requiring that the owner of 


.an interest in gas or oil in place look 


only to a particular sand or reservoir or 
pool or lease.” This case merely held 
that a “guaranteed oil payment” was not 
an economic interest, because the tax- 
payer could look to a sale of the fee to 
recover his investment. It did not hold 
that an investment in several mineral 
deposits would not constitute an eco- 
nomic interest in any of them. 

Lastly, Judge Brown agreed with the 
majority that only 8614% of the sales 
proceeds constituted depletable income. 


, 


P’yrrhic victory? 

It has been suggested that the La 
Gloria decision is correct, that La Gloria 
had no economic interest because if La 
Gloria’s plant were destroyed and the 
wet gas were piped to and processed in 
other facilities, La Gloria would not re- 
ceive a share of the sales proceeds. Thus, 
since its income was contingent upon 
processing, it had no economic interest 
in the minerals in place. 

The trouble with this theory is that 
it proves too much. The same may be 
said as to any holder of a working in- 
terest, who must, in the absence of a 
provision for delay rentals, drill for 
and/or produce oil in order to avoid for- 
feiting his leasehold interest. 

In conclusion, it logically appears that 
the Fifth Circuit has not reduced the 
total depletion allowance; it has merely 
shifted it from La Gloria to the grantors. 
In the case of corporate grantors, it 
probably will have no-.net effect on the 
revenues. In the case of individual 
grantors, whose tax brackets may reach 
91%, the Government may even have 
lost money as_a result of the shift in the 
depletion allowance. sa 
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*Right to separate natural gas not an 
economic interest; depletion denied. Tax- 
payer's contract with leaseholders in an 
oil field provided that it would construct 
a plant and pipe lines, would separate 
out the heavier, saleable hydrocarbons 
(50% of which would be turned over to 
the sellers as their share) and would re- 
turn the lighter hydrocarbons into the 
field to The Tax 
Court held that taxpayer owned the gas 
in place and because it made an invest- 


maintain pressure. 


ment in drilling, plants, lines, etc., of 
millions of dollars, it had an economic 
interest in the gas in place and was 
entitled to percentage depletion on 
100% of its income from the sale of 
hydrocarbons. This court reverses. The 
contract did not convey hydrocarbons to 
taxpayer. It granted natural gasoline, 
condensate and other products to be 
produced subject to the following condi- 
tions: taxpayer had no right to enter, 
drill or take any gas except that which 
the leaseholders delivered on the top 
well connections; the leaseholders paid 
taxes on all gas in place; taxpayer could 
not encumber the leases, and could not 
assign the contract. Part (20%) of tax- 
payer's gross sales from the plant was 
hydrocarbons for 
third parties in unrelated producing 
areas. Taxpayer was not required to look 
solely to income from any one property 
to recover the value of its investment. It 
acquired neither legal nor equitable in- 
terests nor a sublease, and may not de- 
duct depletion. There is a long dissent 
on the principal ground that taxpayer’s 
contribution of indispensable facilities 
at a substantial cost was an investment, 
giving it an economic interest in the 
minerals in place. [See comment page 
173.-Ed.] La Gloria Oil and Gas Co., 
CA-5, 6/16/59. 


from processing of 


Purported sale of oil rights was lease; 
deduction for intangibles allowed. Tax- 
payer-partnership transferred a 45% 
interest in certain mineral properties to 
drilling companies under an agreement 
whereby it was to bear 55% of the 
drilling costs and to receive 55% of the 
oil income. The drilling company made 
a cash payment for its 45% interest. 
Taxpayer then made a payment for its 
share of the drilling and compietion 
costs. The Trial Court held that the 
cash payment from the oil company is 
capital gain. It allowed deduction of 
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depreciation and intangible drilling 
costs as claimed. This court reverses. 
In substance, it holds, this is a leasing 
arrangement. The cash received is a 
lease bonus, taxable as ordinary income 
rather than capital gain, but the pay- 
ments made by taxpayer are deductible 
as drilling expenses. One dissent: the 
substance of the transaction coincides 
with the form; it is a sale of a partial in- 
terest. Fasken, CA-5, 6/12/59. 


First marketable product is first profit- 
able product. Taxpayer mined fire clay 
and shale and processed them into 
vitrified sewer pipe. The Tax Court 
held that the pipe was the first com- 
mercially marketable product of the 
mining and that the processing of the 
clay and shale was the ordinary treat- 
ment such minerals. It 
allowed percentage depletion computed 
on the sales of the vitrified sewer pipe. 
This court affirms. While there was a 
market for mined fire clay and shale, 
taxpayer would have incurred a loss on 
such sales. For purposes of depletion, 
commercially marketable mineral prod- 
uct or products means the result of all 
processes necessary to obtain a product 
which can be sold at a profit. Cannelton 
Sewer Pipe Co., CA-7, 6/15/59. 


process for 


Lessor required to compute depletion on 
net profit. The taxpayer leased its prop- 
erty to a mining company for a percent- 
age of the net profits from the mining 
operation. However it computed per- 
centage depletion on that fraction of 
gross income arguing that it received its 
share of gross receipts and paid its own 
share of expenses. The Tax Court in up- 
holding the computation based on net 
relies on the fact that the taxpayer was 
not to share losses and that proceeds 
from the mining operation were not 
allocated to the taxpayer nor were ex- 
penses paid by it. Grandview Mines, 32 
TC No. 65. 


Fee for servicing mortgage loans not 
amortizable as a premium. Mortgage 
banks customarily sell FHA-insured 
mortgages to insurance companies but 
continue to deal with the owners, make 
collections, keep accounts, etc. This 


clerical work, called servicing, is done 
by the bank for a fee, and payment is 
made by the bank withholding its serv- 
ice fee from collections from mortgagors 
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turned over to the insurance vompany. 
Servicing fees are not amortizable by the 
insurance company. They are not 
amortizable premiums (under Code Sec- 
tion 803 (e)), but are an item of ex- 
pense related to the realization of invest- 
ment income. Rev. Rul. 59-209. 


Mutual insurance association taxed as 
corporation. The Philadelphia-Baltimore 
Stock Exchange established a Gratuity 
Fund to provide benefits upon death of 
its members. The Commissioner sought 
to tax the Fund as a trust. The Tax 
Court finds it to be a mutual insurance 
company because of the risk shifting and 
risk distribution. It is a mutual company 
despite the fact that the insurance was 
not sold at cost and excess premiums 
were not immediately refunded. It could 
not be taxed as an ordinary life com- 
pany because it did not maintain the 
necessary reserves. However, it was ex- 
empt from tax because its annual gross 
receipts were less than $75,000. Moyer 
Estate, 32 TC No. 47. 


Radio transmitting equipment subject 
to use tax. Taxpayer argued that radio 
transmitting equipment purchased out- 
side Ohio and immediately installed in 
its broadcasting station should not be 
subject to Ohio use tax. The court noted 
that the Ohio exemption for interstate 
commerce was no broader than required 
by the Federal constitution and found 
the equipment taxable. Radio broad- 
casting concededly is interstate com- 
merce but property used in the state is 
taxable whether or not the use is in 
interstate commerce. Tri-City Broadcast- 
ing Co., Sp. Ct., Ohio, 4/22/59. 
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"The difficult we do immedictely. . . 
The impossible tokes a little longer.” 
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NEW DEVELOPMENTS IN 


Payroll taxes 


EDITED BY PETER G. DIRR 





N. Y. becomes 26th state to permit 


voluntary contributions: how to benefit 


nn. York STATE recently became the 
26th jurisdiction to provide for 
voluntary contributions in the unem- 
ployment compensation law. Briefly, 
voluntary contributions merely repre- 
sent payments which an employer may 
make over and above the unemployment 
insurance contributions required to be 
paid under the state law. Voluntary con- 
tributions are generally used in states 
where employer contribution rates are 
computed on a pure reserve-ratio basis. 
This is comparable to the account per- 
centage computation which is made in 
New York State in working up the em- 
ployer’s benefit factor which in turn pro- 
vides for a maximum of 16 factor points 
out of a total of 22 attainable factor 
points. 

The following example illustrates 
basically one advantage in the voluntary 
contribution provision now available to 
employers: 

Assume that an employer with an an- 
nual taxable payroll of $100,000 has a 
reserve in his account as of June 30 
amounting to $9,950. This gives him an 
account percentage of 9.95% which in 
turn entitles him to an employer’s bene- 
fit factor of 10. If we further assume that 
the employer’s quarterly factor, annual 
factor, and age factor give him a total 
of 6 factor points, his experience factor, 
or the total of all his factor points, 
would be 16. Based on a “size of fund 
index” of 8% or more, but less than 
9.5%, the employer in the example 
would be entitled to a contribution rate 
of 1.7%. 

By making a voluntary payment of 
$50 into the fund the employer in our 
example would increase his reserve bal- 
ance to $10,000 thereby bringing his 
account percentage up to 10%. This in 
turn entitles him to an employer’s bene- 
fit factor of 11 which, when added to the 
quarterly, annual, and age factors, gives 
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him an employer’s experience factor of 
17 rather than 16 as he earned with a 
9.95% account percentage. The em- 
ployer in the example would be entitled 
to a contribution rate of 1.5%. Thus we 
may compute the difference in unem- 
ployment expense for the one calendar 
year in question as follows: 

Taxable Payroll 

Contributions at 1.7% .... 

Voluntary 

Contribution ..... $ 50 

Contributions 

at 1.5% 
Expense at 1.5% rate ...... 
Potential Saving to the Em- 
ployer 150 

Thus in the above example a saving 
of $150 is possible through the payment 
of a voluntary contribution of $50. 
Naturally, as taxable payroll increases 
the saving also increases, and as taxable 
payroll decreases, the saving also de- 
creases. If, therefore, an employer is 
planning substantial expansion in a 
state he undoubtedly would look favor- 
ably towards making a voluntary con- 
tribution so as to reap immediate bene- 
fits. 

Under the New York State law an em- 
ployer’s account percentage for use in 
computing his contribution rate is de- 
termined by dividing his account bal- 
ance as of the previous June 30 by the 
taxable payroll for the preceding calen- 
dar year. An employer’s 1960 contribu- 
tion rate, for example, is determined by 
dividing his June 30, 1959 account bal- 
ance by his taxable payroll for the 
calendar year 1958. The recent change 
which was made in New York in con- 
nection with voluntary contributions in- 
dicates that in order to take advantage 





[Mr. Varisco is a member of the tax 
department of McKesson. & Robbins, 
Inc., New York City.] 


of such voluntary contribution pro- 
vision, an employer must pay his volun- 
tary contribution into the unemploy- 
ment fund by the June 30 preceding 
the year for which he wants to reduce 
or maintain his low contribution rate. 
In order to determine the amount of the 
voluntary contribution which must be 
made prior to June 30 an employer 
naturally must know what his account 
balance will be on that date. While 
voluntary contributions may afford em. 
ployers a substantial saving in unem- 
ployment insurance tax in any one year, 
experience indicates that over an ex- 
tended number of years the saving in 
unemployment taxes actually may be 
slight. Aside from the saving feature, 
however, by allowing voluntary contri- 
butions to be made the employer finds 
it possible in some degree to overcome 
certain uncontrollable factors in any 
one particular year. If his reserve ratio 
falls near the top of a bracket a small 
voluntary contribution when added to 
his reserve may mean a lower contri- 
bution rate. It may very well be that an 
employer who is experiencing prosper- 
ous times may wish to make a sub- 
stantial voluntary contribution in an- 
ticipation of a not too prosperous year. 
Finally, by allowing employers to make 
voluntary contributions into the fund, 
the interest of the employers in the un- 
employment program cannot help but 
be stimulated. * 


New Federal unemployment 
insurance bill recommended 


THe HonoraBLE Witsur D. MILs, 
Chairman of the House Ways and 
Means Committee, recently announced 
that the Committee completed delibera- 
tions on unemployment insurance legis- 
lation. H.R. 7177 which embodies the 
Committee’s recommendations has been 
introduced in the House. Chairman 
Mills summarized the provisions of the 
bill as follows: 

“The bill will increase the Federal 
unemployment tax from the present 3% 
of the first $3,000 of covered wages to 
3.1%. The maximum credit for taxes 
paid to state plans will remain at 2.7%, 
thus increasing the Federal tax from 
3/10th to 4/10th of 1%. This increase 
will provide additional funds to make 
temporary advances to states whose 1¢- 
serves are depleted by heavy unemploy- 
ment. 

“The bill revised the provisions of the 
so-called Reed Loan Account so as to 





Pe 








incr 
the 

$554 
wag 
avai 
com 
furt 
visic 
may 


loar 
ing, 
tion 
in 3 
$251 
ovel 
will 
mer 
mor 
of t 
loar 
thos 
min 


will 
cove 
exel 
are 

Stat 
Fed 
Bar 
airc 


exe 
exe! 
ben 
zati 
asso 


of | 
of t 


tion 
pro 
plo: 
Fed 
elig 
ceer 
exp 
Sati 
pre: 
plo 
Pue 
fits 

as i 
oth 
the 

sior 
and 
cei\ 









eral 


5 to 
axes 
1%, 
rom 
ease 


rake 


yloy- 


the 








— 





increase the ceiling on the account from 
the present $200 million to the larger of 
$550 million or 4/10th of 1% of covered 
wages. At the present time the funds 
available in the loan account have been 
completely depleted. The loan fund is 
further protected by tightening the pro- 
visions of present law as to when a state 
may borrow. 

“As under present law, the excess of 
the Federal tax of 4/10th of 1% over 
the administrative expenses will be al- 
located to the loan account. When the 
Joan account reaches the specified ceil- 
ing, the excess of the Federal tax collec- 
tions over expenses will be accumulated 
in a special account up to a ceiling of 
$250 million before any excess is turned 
over to the states. This special account 
will cover the expenses of the unemploy- 
ment insurance program during the six 
months of each year prior to the receipt 
of the tax collections in January. These 
loan account provisions are substantially 
those that were advocated by the ad- 
ministration.” 

Chairman Mills stated that the bill 
will extend unemployment insurance 
coverage to employees of certain tax- 
exempt federal instrumentalities which 
are not wholly-owned by the United 
States (such as Federal Credit Unions, 
Federal Reserve Banks, Federal Land 
Banks, etc.), to firms operating American 
aircraft outside of the United States, to 
so-called “feeder corporations” of tax- 
exempt organizations, and to certain tax- 
exempt organizations such as fraternal 
beneficiary societies, agricultural organi- 
zations, voluntary employees’ beneficiary 
associations, etc. 

“The bill provides for the treatment 
of Puerto Rico as a state for purposes 
of the unemployment compensation pro- 
gram. Puerto Rico already has in opera- 
tion an unemployment compensation 
program. This legislation will make em- 
ployers in Puerto Rico subject to the 
Federal tax and it will make Puerto Rico 
eligible to a share of Federal tax pro- 
ceeds for covering the administration 
expenses of the unemployment compen- 
sation program in Puerto Rico. Under 
present law, unemployed Federal em- 
ployees and ex-servicemen domiciled in 
Puerto Rico receive unemployment bene- 
fits paid for by the Federal Government 
as is the case in any state. Unlike the 
other states, however, where the size of 
the benefit is determined by the provi- 
sions of the state law, Federal employees 
and ex-servicemen in Puerto Rico re- 
ceive benefits calculated under the law 


of the District of Columbia. This spe- 
cial treatment of Federal employees and 
ex-servicemen in Puerto Rico is con- 
tinued only through 1964. Beginning 
with 1965 these individuals will receive 
benefits calculated under the Puerto 
Rican law.” * 


Green envelopes for large 
employers’ reports 


APPROXIMATELY 6,500 LARGE EMPLOYERS 
who file quarterly unemployment insur- 
ance returns in New York State are 
being furnished with distinctive green 
colored envelopes for use in mailing 
quarterly returns. It is indicated that the 
green envelopes will flag the returns of 
the larger employers so that the quarter- 
ly contributions may be promptly de- 
posited. These deposits draw interest at 
the annual rate of 2.62%. 

Ordinarily it takes well over a week 
to process and deposit all employer con- 
tributions. Prompt deposits of “green 
employers” funds will increase the in- 
terest earned by the state on deposits by 
some $35,000 annually. 


Recent changes in 
payroll law, regulations 


Oregon 


Since the level of the Oregon Un- 
employment Compensation Trust fund 
remains at a low level, Oregon em- 
ployers are required to pay unemploy- 
ment contributions at the rate of 2.7% 
for the calendar quarter ended June 30, 
1959. The 2.7% rate has been in effect 
since April 1, 1958. 


Iowa 


The Iowa Employment Security Law 
was recently amended to provide that 
voluntary contributions made no later 
than December 31 of any year will be 
considered for purposes of an employer's 
experience rate which is computed for 
the following year. 

Formerly, voluntary contributions 
were acceptable only if paid by the em- 
ployer not later than 30 days after the 
September 30th computation date. 


Arkansas 


A number of changes were recently 
made in the Arkansas Unemployment 
Insurance Law dealing specifically with 
employee benefits. All of these changes 
become effective July 1, 1959. 

The maximum weekly benefit amount 
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was raised from $26 to $30 weekly; the 
minimum was raised from $7 to $10. 

The absolute minimum amount of 
qualifying wages to draw benefits under 
the Arkansas Law was increased from 
$210 to $300 of base period wages. 

The maximum duration of benefits 
which is currently in the Arkansas Law 
is the lesser of 18 times the weekly bene- 
fit amount or 14 of base period wages. 
Effective July 1 the maximum duration 
will be the lesser of 26 times the weekly 
benefit amount or 4 of base period 
wages. 

Thus the maximum potential total 
benefits which an unemployed individ- 
ual in Arkansas may receive will be 
raised from $468 ($26 for 18 weeks) to 
$780 ($30 for 26 weeks). This is an in- 
crease of 6624%. w 


Hawaii ; 

Effective April’$0, the Hawaii Unem- 
ployment Insurance Law was changed to 
provide for a*$45 maximum weekly 
benefit amount payable for a total of 26 
weeks of unemployment. This was 
changed from a $35 weekly benefit 
amount payable for only 20 weeks. 

Thus unemployed individuals in 
Hawaii may draw a total of $1,170 (26 
weeks x $45) as compared to $700 (20 
weeks x $35). 


Nebraska 


The Nebraska Unemployment Insur- 
ance Law was recently changed to pro- 
vide, effective April 17, for a maximum 
weekly benefit amount of $34. This was 
raised from $32 weekly. 

At the same time, the maximum 
duration of benefits payable to an un- 
employed individual was raised from 20 
weeks to 26 weeks. Thus the maximum 
benefits which an individual may re- 
ceive during a benefit year have been 
raised from $640 (20 weeks x $32) to 
$884 (26 weeks x $34). 


Washington 


The Unemployment Insurance Law 
of the State of Washington was recently 
changed to provide, effective July 5, for 
a maximum weekly benefit amount of 
$42 payable to an unemployed worker. 
This was increased from $35 weekly. 

At the same time the Law was 
changed to provide that a claimant may 
now be paid total benefits equal to a 
maximum of 30 times his weekly benefit 
amount ($1,260), whereas formerly the 
maximum was only 26 times his weekly 
benefit amount ($910). * 
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Professional tax practice 


AND PROFESSIONAL AFFAIRS OF LAWYERS & ACCOUNTANTS 





Banks may prepare own trust returns, 


Connecticut court says on appeal 


oe BANKS ARE PRACTISING LAW 
in having their own salaried em- 
ployees prepare tax returns for the es- 
tates and trusts for which they are fidu- 
ciaries was one of the points litigated in 
the Connecticut cases brought by the 
Connecticut State Bar Association to 
fix the scope of activities permitted a 
bank acting as a fiduciary. The major 
issues concerned the bank’s appearances 
in probate court; but preparation of tax 
returns, and defending them if ques- 
tioned was also involved. The Connecti- 
cut Supreme Court of Errors has found 
that preparation and defense of such 
returns is not unlawful practice of the 
law. In a second appeal, following re- 
mand, in State Bar Association v. Con- 
necticut Bank and Trust Co., the Con- 
necticut Supreme Court of Errors found 
the decree issued by the lower court to 
be too broad. Consequently, the court 
suggested the following order as con- 
forming to the mandate of its opinion; 

“Whereupon it is ordered, adjudged 
and decreed that the defendant be, and 
it hereby is, enjoined, under penalty 
of Ten Thousand Dollars ($10,000), 
from appearing and being represented 
in any proceeding in the probate courts 
where a hearing is required by law or 
a hearing is had though not required 
by law, other than by an attorney, who 
may not be its salaried employee. . . . 

“In giving general information to cus- 
tomers and prospective customers on 
such matters as federal and state tax 
trusts, wills, etc., as well as reviewing 
existing wills, where the defendant 
gives no specific advice, charges no fee, 
and urges the customers to consult their 
own attorneys for advice on _ their 
specific situations and have them draw 
any necessary instruments, the defend- 
ant is not engaged in the illegal prac- 
tice of law but is performing these acts 
as incident to its authorized fiduciary 
business... . 


“The work of preparing and filing 
tax returns for the defendant as fidu- 
ciary and dealing with, and appearing 
before state and federal tax authorities 
in connection with taxes claimed to 
be due from the defendant as fiduciary 
may properly be done by regular em- 
ployees of the defendant either lawyers 
or laymen, to the extent that tax law 
problems of a type such that their solu- 
tion would be commonly understood to 
be the practice of law are not involved.” 


2,500 took Treasury exam 

THE FIRST EXAMINATION given by the 
Treasury under its new rules [10 JTAX 
81] was taken by about 2,500 persons at 
District Directors’ offices all over the 
country recently. The examination was 
open to certain persons who are not 
lawyers or CPAs. In previous years the 
Treasury had used as the examination 
for such applicants the problems section 
of the uniform CPA examination. Last 
October the Treasury announced it 
would prepare its own examination. In 
view of the widespread interest in this 
examination the Treasury said that it is 
considering holding similar examina- 
tions on a regular’ basis in the future. * 


Dual practice often means 
poor audit work, CPA says 


THE PROPOSED BAN on practice of both 
professions by one who is a_ lawyer 
and a CPA is often justified on the 
ground that one person cannot be com- 
petent in both areas. The reply usually 
is that competence is another problem; 
some lawyers and some CPAs are not 
really qualified in certain areas of their 
one profession and it is only natural to 
suppose that some of the dually quali- 
fied will be satisfied with substandard 
work. And, the opponents of the ban 
continue, insofar as each profession is 
successful in holding its laggards to 


higher minimum standards, the prob- 
lem of the incompetent dual practi- 
tioner will disappear. Indeed, the dual 
practitioner, having spent so much more 
time and effort in qualifying himself 
seems less likely to fall behind. Hoy- 
ever, it cannot be denied that if a sub. 
stantial number of dual practitioners 
are doing low-quality work, sentiment in 
the professions will be strongly for 
eliminating them. 

A CPA practicing in San Juan, 
Puerto Rico, has told us of his exper- 
ience in this area, and accountants on 
the mainland will probably admit that 
the condition is by no means confined to 
the island. Rafael Garcia Moreno says 
that he has observed “the tendency of 
lawyer-CPAs to practice law and in ad- 
dition to maintain an accounting office, 
more or less as a sideline. This office is 
generally actually run by a somewhat 
less-than-competent uncertified account- 
ant. Obviously, the lawyer in this kind 
of practice cannot have enough time to 
give adequate supervision, both at the 
field and at the office, to such audit 
work. He therefore, becomes a mere 
signer of the certificate; and _ tolerates 
substandard work because he is not 
able to supervise the work like a CPA 
devoting all his time to accounting. On 
top of this we have the already undesir- 
able situation of using one practice as a 
feeder for the other. The lawyer-CPA 
is satisfied generally with a smaller rev- 
enue (really a commission on the work 
done by his employee) from his sideline 
accounting practice, and tends to com- 
pete unfairly with full-time CPAs.” * 


After merger, firms drop 
local tax advisers 


TAX MEN will be interested in one aspect 
of a survey of what happens to the com- 
munity when an important local busi- 
ness is merged into a nationwide com- 
pany. The Rochester, New York, Cham- 
ber of Commerce, in a study of the 
effect on civic and business enterprises 
of merger of a dozen Rochester firms, 
noted that, after the merger, local pro- 
fessional people were frequently sup- 
planted by lawyers, accountants, banks, 
insurance agencies, etc., chosen directly 
by the head office. The survey made no 
mention of the highly specialized tax 
expert, but it seems reasonable to infer 
that he is treated about the same as the 
general practitioner in law or account 
ing and stands a good chance of losing 
his client after its merger. * 
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Senate Committee asks Congress to limit 


state taxation of interstate commerce 


’ HE SENATE SMALL Business CoMMIT- 

pad has recommended that Congress 
enact a law setting a temporary mini- 
mum standard for taxation by the states 
of income from interstate business. The 
proposed law would forbid state tax 
upon the income of a business engaged 
in interstate commerce unless the busi- 
ness maintains a stock of goods, an 
office, warehouse, or other place of busi- 
ness in the state or has an officer, agent, 
or representative who have maintained 
an office or other place of business in 
the state. The Committee also proposed 
that Congress create a commission of 
experts to study the problem and report 
to it on the possibility of establishing 
permanent standards under Federal law 
for state taxation of interstate busi- 
ness to replace the temporary minimum 
standard. 

The Finance Committee of the Senate 
has been holding hearings on this same 
problem and exploring the feasibility 
of the recommendations of the Small 
Business Committee. The recommenda- 
tions were included in a report by the 
Small Business Committee dated June 
29, 1959, summarizing the problems pre- 
sented to the Committee at its hearings 
in New York and Boston this spring in 
the wake of the Supreme Court decisions 
in Northwestern States Portland Cement 
Company and Stockham Valves and 
Fittings cases, Feb. 24, 1959. The Com- 
mittee reported that it found consider- 
able uncertainty and confusion about 
the scope of the states’ power to levy tax 
under these decisions. It also found 
agreement among constitutional scholars 
that Congress did have the power to set 
such limits. ““The question is,” the Com- 
mittee says, ‘““What should be done by 
Congress? It appears that there are at 
least seven possibilities: 

“A. Do nothing, assuming the courts 
will formulate sound public policy. As 
it has largely done during the past 40 

| years, the Congress could avoid taking 
action in this field and hope that solu- 


tions might be found through judicial 
decisions. 

“During these decades, shifting judi- 
cial opinions have been the only guide- 
lines to the boundaries of Federal-state 
power in the field of state taxation of 
interstate commerce. It is not the func- 
tion of the judicial process to set public 
policy. Courts can act only on specific 
cases and decide issues argued in lower 
courts, thus seldom establishing general 
standards. While the Northwestern 
States Portland Cement case is quite 
clear, as much from the sharpness of 
the dissent as from the opinion of 
the majority, it states its conclusion 
in these words: ‘We conclude that net 
income from the interstate operations 
of a foreign corporation may be sub- 
jected to state taxation provided the 
levy is not discriminatory and is proper- 
ly apportioned to local activities within 
the taxing State forming sufficient nexus 
to support the same.’ [Italic supplied.] 

“As a practical matter, firms engaged 
in interstate commerce will find it diffi- 
cult to decide with certainty whether 
or not they are subject to a State’s taxes 
under the quoted language of the opin- 
ion, which is, after all, limited to the 
facts of the cases before the Court. 

“One witness gave a concise summary 
of the shortcomings of judicial action 
in his testimony. Prof. Harold M. 
Groves said: “Thus far, protection of 
business and of fairness to the States 
has been left largely to the U.S. Supreme 
Court. This policy has several inherent 
weaknesses which the Court itself has 
been the first to recognize: 

1. The Court’s function is essentially 
negative. It confines its attention to 
what the States should be forbidden 
to do as beyond a reasonable exercise 
of their own discretion. It does not and 
cannot attempt to lead the States into 
common action which will, in the long 
run, best serve our overall economy. The 
Court has generally shown an increasing 
reluctance to thwart the States in meet- 
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ing their revenue problems. It could 
be right in this and at the same time 
some of the States could be wrong (from 
the overall view) in overextending their 
jurisdiction. 

2. The Court deals with specific is- 
sues as they arise; this has its advantages 
in many areas but it is not calculated 
to produce a comprehensive code. 

3. The specific points as they arise 
are dealt with by a Court which is 
changing in personnel; this accounts for 
some of the inconsistencies and unde- 
pendability of the code.’ 

The committee rejected this negative 
approach. It said that no prompt and 
workable solution will come through a 
series of prolonged court cases. The 
situation is serious; thousands of small 
businesses throughout the United States 
are affected, and the urgency of their 
pleas demands a logical proposal for 
assistance. 

“B. Forbid state tax on income from 
interstate commerce. No such blanket 
prohibition should be imposed,” the 
committee continued. “A realistic look 
at the fiscal facts of life faced by the 
states confirms the impression that their 
revenue needs*are tremendous and that 
all segments of their citizenry and their 
economy should bear a fair share of the 
costs of government. Since that is the 
case, there seems to be no logical reason 
for exempting from taxation those do- 
ing business in the state merely because 
they are domiciled elsewhere.” 

The committee said that “a state 
should have the right to tax the in- 
come of firms doing business in that 
state, if it decides to levy similar taxes 
on locally based businesses. Naturally, 
the caveat must be entered that any 
such taxation should be fairly appor- 
tioned and that sufficient nexus exists, 
so that no question of discrimination 
against interstate commerce may be 
raised. 

“C, Let the Federal government pre- 
empt taxation of income from inter- 
state commerce. Legislation might be 
enacted,” the Committee said, “which 
would give the exclusive right to tax 
income arising from interstate business 
transactions to the Federal government. 
Under such a law, the revenues thus 
collected would be allocated among the 
states. To eliminate friction in their 
federal systems, Canada, Australia, and 
India have consolidated the taxing 
power in the hands of the central gov- 
ernment, with a share of the receipts 
going to each political subdivisions. 
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The committee said that “While it 
is possible that this proposal might 
make such taxation simple and more 
efficient, it would not be an appropri- 
ate solution for the United States. Such 
a departure from present forms would 
do violence to the traditional balance 
of power between the Federal and state 
governments. Furthermore, a very real, 
practical problem would exist in de- 
termining a proper allocation of tax re- 
ceipts among the various states. 

“D. Recommend that states work to- 
gether. In part, this fourth possible 
choice is a variant on the first one. 
It is more positive, however, in that 
it would express the sense of the Con- 
gress that the states should make a 
prompt and determined effort to work 
out the differences among them which 
now cause the greatest difficulties in 
multistate business taxation. 

“In several fields,” the committee 
said, “the states have been able to co- 
operate to bring about a measure of 
uniformity among themselves. In high- 
way-user taxes and in death taxes, prog- 
ress has been made to bring order out 
of the former chaos of overlapping and 
duplicating state statutes. 

“On the other hand, the progress 
toward uniformity in state business tax- 
ation has been far less marked. As a 
matter of fact, little concrete evidence 
of achievement exists, even though the 
first attempts to bring about uniformity 
were made 40 years ago.” 

The committee commended the con- 
tinuation of efforts on the part of states 
and private groups to remedy the pres- 
ent situation. It reluctantly came to 
the conclusion that other action should 
also be initiated. “Without question,” 
it said, “interstate negotiations are in- 
evitably time consuming, even under the 
spur of recent court decisions. In addi- 
tiou, interstate compacts must also be 
approved by Congress if uniformity is 
to be achieved in that manner.” 

The committee felt that the states 
must take an active role in any fair 
solution of the problem of multistate 
taxation of interstate commerce. “Al- 
though it appears that state action is 
not sufficient, it must be an integral 
part of the overall approach to a suc- 
cessful outcome,” it said. 

”“E. Pass uniform apportionment stat- 
ute. During its research on these tax 
problems,” the committee explained, it 
“studied the various proposals which 
have been drafted to legislate a statute 
which would bring uniformity to state 
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taxation of business income. The out- 
standing effort, to date, along this line 
was the proposal put forward by the 
National Conference of Commissioners 
on Uniform State Laws. Subcommittees 
of both the American Bar Association 
and the Council of State Governments 
approved the draft in 1957. 

“It should be noted, however, that 
other well-informed groups have seri- 
ously questioned certain features of the 
Commissioners’ proposal. In addition, 
this draft deals only with the uniform 
division of income and does not treat 
certain fundamental issues which are 
basic to a full solution of the problem. 

“The States should also be given a 
greater opportunity to present their 
views and to cooperate in the final de- 
termination than would be _ possible 
through quick congressional action at 
this time. Since a great majority of the 
states currently depend heavily on busi- 
ness taxation for raising revenue, their 
attitudes and their experiences should 
carry significant weight. 

“Admittedly, however, the above draft 
and similar efforts by other bodies repre- 
sent a sound approach.” The committee 
said that if sufficient information were 
now available, it would attempt to draft 
legislation immediately and press for 
action without delay. The information 
gathered in the hearings forced a con- 
clusion, however, that there are many 
unknowns in the tax formula at this 
time. “For example,” it said, “there are 
no definitive data on the impact on the 
states of the various definitions of 
sales. Preliminary conclusions were pre- 
sented to the committee which indicated 
that more research along this line would 
produce a substantial body of facts 
which would lay at rest the fears of the 
states on the formula and the definitions 
finally agreed upon.” 

Thus, the committee pointed out, the 
uniform statute is one of the essential 
keystones in the final solution of the 
multistate taxation problem, but con- 
cluded that it is not now in a position 
to draft a satisfactory formula. 

“F. Establish a commission to re- 
port to Congress. The sixth possibility 
would be the establishment of a study 
commission to undertake the research 
necessary to formulate a sound and ac- 
ceptable program for bringing about a 
rational and uniform system of state 
taxation of income earned in interstate 
commerce. 

“Such a commission should work 
closely with those groups which have 


already performed the fundamental 
groundwork. In addition, the commis. 
sion should be directed to consult and 
cooperate with the states and bend every 
effort to gain the support of the states 
for its recommendations. 

“A possible disadvantage to this 
choice is the timelag which may be in- 
herent in further study. However, in the 
long run, final congressional action may 
be expedited through the sound foun. 
dations laid by an expert study commis. 
sion. 

“G. Pass a law defining doing busi. 
ness. Along with the problem of de. 
termining the proper apportionment of 
income among the various states in 
wihch it operates, the small and me. 
dium-size business today faces its great. 
est difficulty in deciding whether it is 


legally “doing business” in some of 


these states, and therefore taxable. In 
both the Northwestern States Portland 
Cement and Stockham Valves cases 
the committee noted, “the out-of-state 
firm did have a fixed local place of 
business from which its salesmen regu- 
larly operated. The majority of the 
Supreme Court found this to be a suffi- 
cient nexus to make it liable for state 
taxation on the portion of its income 
attributable to interstate commerce. 

“While deciding in favor of the states 
in these cases, however, the Court was 
not called upon to decide the ability 
of the states to tax firms without a fixed 
place of business.” Throughout _ its 
hearings, the committee said it was 
impressed by the number of questions 
raised by many of the witnesses to which 
there is now no answer. Some of these 
queries revolved around the taxability 
of companies which merely sent sales- 
men into the state either on a regular 
or irregular schedule; others concerned 
mail-order businesses which shipped 
merchandise into the state on written 
orders. As a dramatic example of this 
situation, one witness stated that he 
now paid taxes on all his mail-order- 
business income in his state of domicile 
and that it would be all but impossible 
for him to apportion the income re- 
sulting from many thousands of orders 
ranging from a few cents to a few dol- 
lars to all the states.” 

The committee was of the opinion 
that much of the uncertainty now pre- 
vailing arises through the lack of a 
standard definition of doing business. 
The tax administrators of the various 
states are also subject to the same 


doubts, since they cannot be certain 
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that they have the authority to tax 
foreign businesses whose only local busi- 


ness activity consists of solicitation 
either by salesmen or by advertising.” 

The committee further believed that 
Congress can set limits upon the power 
of the states to tax interstate commerce 
exclusively, and it feels the line should 
be drawn in accordance with the 
Supreme Court’s Northwestern States de- 
cision. 

Although there may be states which 
are now attempting to tax firms whose 
activities within the taxing jurisdiction 
are confined to solicitation of orders, 
the committee said that it believes the 
number of such states is few and that 
the collection of income from such out- 
of-state businesses will be small and the 
costs of collection large. Certain it is 
that compliance on the part of small- 
and medium-size companies would be 
extremely costly. 

“The committee’s recommendations,” 
it said, “are apparent from the preced- 
ing. It urges the passage of a standard 
for testing the authority of the states 
to tax outside businesses, and it seeks 
the establishment of a commission to 
study all phases of the state taxation 
of interstate commerce problem.” w 


Insurance agent not liable 
for New York business tax 


A NEW RULING of the New York State 
Tax Commission specifies situations in 
which a full-time life insurance agent 
will generally not be subject to New 
York’s Unincorporated Business Income 
Tax on commissions received from his 
But commissions re- 
ceived by such an agent from a company 
other than his prime company will still 
be subject to the tax. The new ruling 
arose out of the presentation to the Tax 
Commissioner of eight test cases by the 
State Association of Life Underwriters. 
A life agent will not be taxed if he: 
(1) works full time for one company; 
(2) is forbidden by contract or prac- 
tice from placing insurance with another 
company without the consent of his 
principal company; (3) is supplied with 
ofice space, stenographic services and 
telephone facilities without cost to him; 
and (4) is subject to general and particu- 
lar sales supervision and company-estab- 
lished production standards. The exemp- 
tion from the tax extends only to com- 
missions received from the agent’s prime 
company. And even a full-time agent 
will still be subject to an Unincorpo- 


prime company. 





rated Business Income Tax on all his 
commissions (including those received 
from his prime company) if he main- 
tains his own office or employs perman- 
ent help at his own expense for which 
he is not reimbursed by his company. 
But, in determining whether a particu- 
lar agent is subject to the tax, the Com- 
mission says it will consider “all the 
relevant facts and circumstances.” 
Simultaneously with its ruling on the 
application of the Unincorporated Busi- 
ness Income Tax to life agents the Tax 
Commission also ruled that life insur- 
ance companies will not be required to 
withhold income taxes on commissions 
paid to an agent—even though the 
agent’s commissions are not subject to 
the Unincorporated Business Income 
Tax; but the ruling on the withholding 
tax points out that the company will be 
required to file annual information re- 
turns showing the amount of commis- 
sions paid to an agent. * 


State tax news 


Hawaii adopts Subchapter § 

The provisions of Subchapter S of 
the Internal Revenue Code have been 
adopted by Hawaii to permit eligible 
corporations to elect to have the in- 
come of the corporation taxed for 
Hawaiian income tax purposes, to the 
shareholders. 


Connecticut taxes Sub S corporations 

Connecticut law grants an exemption 
from its corporation business tax to 
companies exempt under the Internal 
Revenue Code. A recent amendment to 
the Connecticut statute makes it clear 
that a Subchapter S$ election will not 
make a corporation exempt from the 
Connecticut tax. 


California adopts many IRC rules 

The California legislature made con- 
siderable revision in the state’s income 
tax law; it increased rates, and decreased 
personal exemptions (individuals from 
$2,000 to $1,500, married couples from 
$3,500 to $3,000) but increased depend- 
ency deductions from $400 to $600 and 
increased the standard deduction from 
6% to 10% of income. 

It also made a number of technical 
changes designed to conform the State 
law more closely to the Federal. The 
provisions dealing with the deduction 
for depreciation are brought into closer 
alignment with Federal Code Section 
167. A taxpayer may elect to claim a 
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deduction for amortization of emergen- 
cy, grain, or atomic energy facilities, as 
defined in and to the extent provided 
by Sections 168 and 169 of the Federal 
Code. The various provisions on capital 
gains and losses are made to conform 
to those of the Federal Code. The fol- 
lowing sections of the Federal Code are 
also adopted in substance: 1242, losses 
on small business investment company 
stock, 1243, loss of small business invest- 
ment company, 1244, losses on small 
business stock. 


Oregon says NY tax is not on income 

Oregon allows a credit against its 
tax for income taxes paid to other 
states. The Oregon Tax Commission has 
ruled that the New York unincorpor- 
ated business tax is not a personal in- 
come tax for this purpose. An Oregon 
taxpayer, member of a New York part- 
nership, may deduct this tax in com- 
puting his income from the partnership, 
but he may not claim it as a credit 
against his Oregon tax. 


Local occupation tax based on gas sales 
upheld. On rehearing, the Louisiana 
Supreme Court* has reversed an earlier 
decision in which it held that the city 
of Baton Rouge could not include the 
proceed; of sales of motor fuel in the 
base of an occupational license tax. In 
reversing, the court said that a constitu- 
tional prohibition against municipali- 
ties levying an excise, license, or privi- 
lege tax on gasoline did not apply to 
non-discriminatory license taxes meas- 
ured by the sale of gasoline, and that the 
constitutional of gasoline 
from local excise taxation was not in- 
tended to exempt gasoline retailers from 
a local occupational license tax. Baton 
Rouge, Sp. Ct., 11/10/58. 


exemption 
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Americans working abroad warned new 


form highlights tax on business trips here 


by W. R. KOERNER 


Now that American citizens working abroad must file tax returns reporting the 


amount of their exempt salaries, many of them are learning for the first time that 


they can incur substantial income tax on business trips to the United States. This, 


of course, had always been the rule, but few were aware of it. Mr. Koerner, writing 


here particularly of the problems of the American working in Canada, points out 


that high income or frequent business trips here can make the U. S. tax substantial 


and that relief from taxation by both the U. S. and Canada can be obtained only if 


the taxpayer makes very prompt claim. 


igs WAGE EARNING United States citi- 
zens who live anywhere abroad are 
now required to file United States in- 
come tax returns if they have over $600 
income. This is required even though 
an individual’s entire income may be 
exempt from taxation under Section 911 
of the IRC. This section exempts com- 
pensation for services performed outside 
the United States by a bona fide foreign 
resident or by one who has been abroad 
for more than 510 days in an 18-month 
period. Prior to 1958 United States citi- 
zens abroad were not required to make 
a report of exempt compensation in- 
come, although, of course, they have 
been required to report capital gains, 
dividends, interest, rentals or other un- 
earned income if the amount exceeded 
$600 in the tax year. The new require- 
ment is in an amendment to the United 
States income tax law enacted Septem- 
ber 2, 1958. 

According to the statements made in 
the reports of the House Ways and 
Means Committee and the Senate Fi- 
nance Committee when the new require- 
ment was adopted, it was believed by 
the United States Treasury that invest- 
ment income and capital gains of 
United States citizens abroad, as well as 
earned income which such citizens re- 
ceive which might be attributable to 
personal services performed by them in 


the United States on business trips or 
otherwise, have been escaping United 
States tax in substantial amounts. While 
no change has been made in the rules 
of tax liability, the intention of Con- 
gress was to require citizens who have 
exempt income to report it with suff- 
cient detail to support their claim that 
it is exempt. 

It is known that United States Cham- 
bers of Commerce in London, England, 
and some other cities abroad made rep- 
resentations both to the House Ways 
and Means Committee and to the Senate 
Finance Committee, although without 
avail, that the new reporting require- 
ment would be unduly burdensome. In 
the case of the average person residing 
in Canada, the additional revenue which 
the United States can gain from this 
new reporting requirement will be 
trivial and one may wonder whether it 
will justify the cost of policing the re- 
quirement that all United States citizen 
wage-earners living in Canada must now 
make U. S. tax returns en penalty of 
the $10,000 or one year, if they fail 
to do so. Also, if the United States 
enforces the restrictions under the 
earned income exemption to the last 
letter, it is the Canadian National Rev- 
enue who may suffer, if Canada recog- 
nizes double taxation credit claims of 
the United States citizens residing here. 


There may also be cases of actual double 
taxation of Canadian residents with no 
relief or only partial relief allowed. 
Whether the new tax return require- 
ment is something for Americans abroad 
to be annoyed about will depend on the 
way it is administered and whether the 
returns that are required to be made 
will require a burdensome amount of in- 
formation. So long as United States taxa- 
tion philosophy continues to be that a 
citizen is subject to tax on his world 
income of any sort unless specifically 
exempted, it follows that the United 
States Internal Revenue Service can re- 
quire information about a citizen's in- 
come even if he has lived for the last 
twenty years in Rawalpindi without ever 
leaving the city gates. To report as re- 
quired is a duty attached to the patriot. 
ism that induces the retention of United 
States citizenship. There is just ground 
for complaint, however, if the United 
States requires her citizens living abroad 
to produce a miscellany of information 
not required even of those who live in 
the United States. Possibly some may 
take this view of the new tax return 
which is being required. The Wall Street 
Journal quotes an expert’s opinion that 
the questions on the new form are of the 
kind usually reserved for persons whose 
returns are under investigation. 


New form 2555 


A new income tax information form 
(Form 2555), for persons having per- 
sonal service income earned outside the 
United States and which is to be at- 
tached to the usual Form 1040, requires 
statements of— 

1. Whether income tax exemption is 
claimed as a foreign resident or for 
having spent more than 510 days of 18 
months abroad. 

2. Details of trips the taxpayer may 
have taken between the foreign country 
and the United States, arrival and de- 
parture dates and, as to each visit, 
whether it was on business. 

3. Type of living quarters which the 
individual occupies abroad, i.e., whether 
a purchased or rented house, apartment, 
room, or living quarters furnished by 
employer. 

4. Other 


information necessary to 


justify claim of foreign residence or 
presence—provisions of employment con- 
tract regarding length of employment 
and its nature and for what period the 
individua! will be staying abroad, pass- 
port data and visa information includ- 
ing any official restrictions as to duration 
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(Mr. Koerner is Tax Advisor, Canadian 
Shell Limited, in Toronto. This article, 
prepared by him for distribution among 
Americans resident in Canada, has also 
appeared in the Canadian Tax Journal.| 





of stay. 

5. Amount of salary, wages and com- 
missions, and whether any allowances or 
reimbursements were received in connec- 
tion with employment, broken down 
into categories such as cost of living, 
overseas differential, family allowance, 
education allowance, home leave allow- 
ance, travel and entertainment and 
“other”, including the value of any 
quarters furnished to the individual by 
the employer. 

It may well be that the Treasury is 
obliged to do this to collect the data 
which Congressional Committees have 
said that they want the Treasury to 
gather—reports of tax-exempt income 
of citizens abroad “in sufficient detail, 
and with sufficient information to sup- 
port their claim for an exclusion.” 


Business trips to U. S. 

It seems to be general knowledge that 
there is a fair number of nonresidents 
who don’t report to the United States 
Treasury their dividends, interest, rental 
income and capital gains, though every 
American should know that these have 
never been exempt from United States 
tax. There is another restriction on the 
tax exemption which very few people 
understand about—that 
even if a United States citizen has been 
resident abroad for a long time and 


or even know 


works for a foreign employer at a job 
amount of his 
salary and earnings which are earned 
through services performed by him in 
the United States, on business trips to 
the United States on behalf of his for- 
eign employer, are not exempt from 


stationed abroad, the 


United States income tax. (See Example 
B on page 11, U.S. Internal Revenue 
Service Publication No. 54, Tax Guide 
for U. §. Citizens Abroad (1959 edition)). 

If the services are performed in the 
United States the compensation therefor 
is deemed under Section 861(a)(3) of the 
IRC to be United States source income 
to which the exemption in Section 911 
does not this point the 
United States discriminates against its 


apply. On 


own citizens living abroad, because an 
Englishman, a Canadian or almost any 
European may visit the United States 
freely on behalf of ‘his foreign employer 
with no thought of incurring United 


States tax, liability as to his compensa- 
tion for his work in the United States, 
so long as he limits his visits to a total 
of not more than 183 days in the United 
States, but a citizen residing and+ em- 
ployed abroad cannot visit the United 
States for a single day’s business with- 
out rendering his compensation for that 
day’s work taxable there. 

A United States citizen residing in 
Canada has no protection from United 
States tax under the Tax Convention 
between the United States and Canada 
because in Article XVII the United 
States reserves the right to tax its citizens 
as though the Convention did not exist. 
This provision is found in all income 
tax treaties of the United States. 

A resident of Canada may want to 
know how his pocketbook is going to be 
affected if the United States enforces 
to the hilt all of the technical restric- 
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tions upon the United States tax exemp- 
tion for the income of Americans 
abroad. Consider the case of an Amer- 
ican living in Canada who spends one 
or two working days each week in the 
United States. See Table 1. 

The tax which the United States col- 
lects from its citizens abroad is fairly 
substantial in this example, but in 
many, many cases where the income or 
the time spent in the United States is 
less, it will be nil. But this will be dis- 
covered only after completing the form. 
In cases where the income is 
higher than indicated in the example or 
where deductions and exemptions are 
lower, the United States tax bill may 
be quite substantial. 


much 


Credit for double tax? 
Since the same compensation income 
is being taxed by both countries an 





Salary Se 
Dividends and Interest Income! 


Charities (in Canada) 
Pension Contributions 
Interest Paid? 

Real Estate Tax? 


Taxable Income .. 
Canadian Income Tax 


spent in U. S.) 
Dividends and Interest Income! 


Charities (in Canada)? 
Pension Contributions? 
Interest Paid 

Real Estate Tax 

6,800 


25,550 


of Canadian Income Tax 





Exemptions (4 at 600) 


Taxable Income 
U. S. Income Tax 


2 Non-deductible. 


the U. S. tax, etc. 





TABLE I: TAX ON TRIPS TO U.S. 


Canadian Income Tax 


Exemptions (married and 2 children under 16) 


United States Income Tax 
60/240 of Salary (assuming that 60 of 240 working days in year are 
*! $ 6,250 


oe s BRN ME 330 


1 Disregarding dividend tax credits and foreign tax credits for these items. 


8 If credit is allowed for U. S. tax against Canadian tax this deduction would presumably be 
reduced thus increasing the U. S. tax and further reducing the Canadian tax and increasing 
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important question is whether any 
double-taxation credit will be allowed 
for the $330 in the example by either 
country. It was understood for a long 
time that no double-taxation credit 
would be allowed because the United 
States considers that the doubly taxed 
compensation income arises in the 
United States where the personal serv- 
ices are performed, while Canada took 
the view that the compensation income 
arises in Canada where the employer 
and the job are located. More recently, 
apparently desiring to follow the spirit 
of double taxation principles, Canadian 
National Revenue authorities have 
stated that double-taxation credit may 
be claimed against Canadian tax‘on ac- 
count of United States income tax 
which may be incurred on the compensa- 
tion for business trips which Americans 
living in Canada may make to the 
U. S. for their Canadian employers. 

The travelling American or anyone 
else who has to claim foreign tax credits 
in Canada would be wise to figure the 
amount of his United States tax cor- 
rectly at the time he makes his United 
States return for the year and this 
should be completed before. April 30 
when his Canadian return is due. If he 
is obliged later to pay up additional 
United States tax more than sixty days 
(current legislation will increase this to 
90 days) after notice of assessment for 
the year in Canada, the opportunities 
for any relief by credit against Canadian 
tax are apparently nil. This may well 
mean serious trouble for the twice vul- 
nerable taxpayer, because United States 
Internal Revenue audits generally take 
place long after Canadian returns for 
the same year have been assessed. * 


New decisions 





Credit allowable for German tax on busi- 
ness earnings. A foreign tax credit under 
Section 901 is allowable for German 
trade taxes to the extent such taxes are 
levied on business earnings. However, 
insofar as such taxes are levied on wages 
or on business capital, the credit is not 
allowable. Rev. Rul. 59-208. 


Patrimony tax not income tax for for- 
eign credit. The Colombian patrimony 
tax is levied on the “productive ca- 
pacity” of a business whether or not 
income is earned. In the Columbian tax- 
ing system it is an integral part of the 
income tax scheme, but it does not fol- 
low, the district court held, that it falls 
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within the criteria of an income tax for 
purposes of the foreign tax credit. This 
court affirms, adopting the district court 
opinion. Abbot Laboratories Interna- 
tional Co., CA-7, 6/23/59. 


Income earned by U.K. professor from 
second teaching job arranged after U.S. 
arrival, exempt by treaty. The income 
tax convention between the U. S. and 
the U. K. exempts salaries of a U. K. 
professor who visits here “for the pur- 
pose of teaching” at American universi- 
ties for a period of two years. The IRS 
rules that a visiting professor teaching a 
regular school year assignment, who 
made arrangements after his arrival in 
the U. S. for a summer teaching job at 
another school, is not taxable on the 
second teaching assignment within the 
two-year period. Before he left home he 
had been invited to teach the summer 
course and the mere fact that formal 





Taxable gain on sale of partnership in- 
terest despite repurchase three days 
later. Taxpayer sold his 50% interest in 
a retail dry goods and grocery business 
to his two partners for $19,000 and de- 
posited their check in his personal ac- 
count. He had previously made them a 
written offer either to buy their interest 
or sell his own at that price. The next 
day he leased a store one block away 
and offered a job to an employee of the 
dissolved partnership to run a compet- 
ing business. Two days later, his ex- 
partners stated that there was not 
enough business for everybody and 
agreed to sell the entire business to him 
for $38,000 less $510, 50% of the cost 
of his new lease. The court finds the 
sale of taxpayer’s interest was a closed 
transaction on which he must report 
capital gain. Payment was for taxpayer's 
full interest and was deposited in his 
personal bank account. There was no 
reservation of title in the taxpayer, and 
no conditional agreement of any kind. 
The subsequent re-purchase was not a 
rescission, but a new and completely 
different transaction. Reeves, DC Ala., 
5/29/59. 


Business was a partnership, not a sole 
proprietorship. On the facts, the busi- 
ness of a coal company is determined to 
have been conducted as a partnership for 
the two fiscal years ending 4/30/45 and 
4/30/46, and for the 8 month period end- 


New partnership decisions this month 


arrangements had been completed then 
did not bar application of the treaty. 
Rev. Rul. 59-230. 


No withholding on sales of American 
films to USSR. Under a recent cultural 
exchange agreement between this 
country and the USSR provision was 
made for the sale by American film com. 
panies of motion pictures to Russia. Ar. 
rangements are being made through 
Sovexport Film and payment is made to 
the Soviet Ministry of Culture. The IRS 
pointed out that the Code exempts from 
tax income derived from United States 
sources by foreign governments and 
rules that because of the relationship of 
Sovexport Film to the Soviet Govern- 
ment payments are considered to be in- 
come of the foreign government and no 
‘tax will be due on them. Consequently 
no withholding of income tax is re. 
quired. Special Ruling, 5/31/59. 


ing 12/31/46, in spite of taxpayer's con- 

--tention..that.the business was actually a 
sole proprietorship. Taxpayer admitted 
signing all the partnership returns pre- 
pared by his alleged partner, but claimed 
he did it more as a matter of routine with- 
out knowledge of the significance of such 
acts. The court holds further the fact that 
taxpayer’s income tax liability for 1944 
was determined on the net worth basis 
did not of itself mean that 8/12ths of the 
partnership income for the fiscal year 
ended 4/30/55 must have already been 
reflected in the 1944 income. In the ab- 
sence of any contrary proof the court as- 
sumes the Commissioner included in tax- 
payer’s income for 1944 no more than 
taxpayer’s share of the partnership in- 
come for the fiscal year ended 4/30/44. 
Burnette, TCM 1959-130. 





CLASSIFIED 
ADVERTISING 


Classified advertising will be accepted 
for publication for help wanted, situa- 
tions wanted, business opportunities, 
practices for purchase or sale, purchase 
and sale of merchandise, and similar 
items. Rate per insertion: 60¢ per line, 
minimum, $3. Address copy for adver- 
tisement, together with check, to The 
Journal of Taxation, 147 East 50th 
Street, New York 22. Replies should 
also be sent to this address. 











WANTED: Complete CCH tax library, 
second-hand, including tax cases from 


beginning. Box 155. 
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in § A & Beck D, Tax Avoidance 


Tax Evasion, The Ronald Press 
©, (New York, 1958), 220pp, $10 
8,50 on subscription)” (Tax Prac- 
soners Library). Features charts of 
widance techniques litigated and 
todin; 

fines, R S, Arms Length Trans- 
ytions. The Ronald Press Co., (New 
fork, 1958) 169pp. $10.00. (Tax 
mactitioners Library). Features 
darts setting forth taxpayer’s argu- 
_ in each case opposite the find- 


iprman RS, Sound Business Purpose, 
the Ronald Press Co. (New York, 
#8), $10.00. (Tax Practitioners Li- 
ary). Features charts setting forth 
uxpayer’s arguments in each case 
sposite the finding. 

md J, Ed., Working with the Rev- 
nue Code-1958, American Institute of 
PAs (New York, 1958), 238pp. Com- 
vents, brought up to date from 
mrnal of Accountancy Tax Clinic 
954-1958. 

i gomery’s Federal Taxes, The Ron- 
ii Press Co. (New York, 1958), 
)00pp, $25.00. Clear and concise ex- 
pnation by taxpayers of national 
‘PA form for business managers and 
westors as well as professional tax 
nen 

elman R, Alexander’s Federal Tax 
fandbook, The Michie Co. (Char- 
ttesville, 1958) 1261pp. $20.00 

kin & Johnson, Current Legal 
forms with Tex Analysis, Matthew 
ender & Co., (New York) 4 vol., 
jose-leaf) $75. Legal forms, with 
pecial emphasis upon the alternatives 
lctated by tax saving opportunities; 
ers partnerships, employment and 
empensation, corporate organization, 
le of goods, business and stock sales, 
redit and finance, estate plans, wills 
nd will clauses, husband and wife, 
musts, charities. 
fins, D J, Assignment of Income, 
The Ronald Press Co. (New York, 
58), 18lpp, $10 ($8.50 on subscrip- 
ton) (Tax Practitioners Library) 
warts of justification of attempted 
wignments and findings 

i's Major Income Tax Act—Law 
nd Explanation, Commerce Clearing 
louse (Chicago, 1958), 128pp, $1.50 
Hporation 1959 Filled-in Tax Return 
orms for 1958 Income, Commerce 
peas House (Chicago, 1958), 56pp 
Al 















Pividual’s 1959 Filled-in Tax Return 
orms for 1958 Income, Commerce 
leering House (Chicago, 1958), 
ipp $1.00 

Bieral Taxes 1959, Commerce Clearing 
House (Chicago, 1958), 1,248pp $17.50 
Ideas Manual, Prentice-Hall, (En- 
jewood Cliffs) 1958, 1280pp 
Kes 

—- Index to proceedings of 

few York University Institute on 
federal Taxation, 5th through 16th. 

Panks and Company, (Albany, 1958), 


‘lpp. 
Ftc Index 1948-1958 Tax In- 
itutes University of Southern Cali- 
iprnia School of Law on Major Tax 
Planning, Banks and Company, (Al- 
ny, 1959). 
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nfield H & Griesinger F K, Sale- 
Hrasebacks and Leasing in Real Estate 
yd Equipment Transactions, Mc- 
raw-Hill (New York, 1958), 107pp, 
15.00. Business, tax, legal and ac- 
mating factors analyzed 
ler C, Lawyers Accounting Hand- 
k, Matthew Bender & Co., (New 
ea 1 vol., $15. 

Fred w, Consolidated Tax Re- 










sis cumulative index of all significant current practical tax materiat 
wblished monthly. It covers books, periodicals and pamphlets pub- 
ed during the past four to six months (including The Journal of 
wation). It includes a subject index; index to cases, Rulings and 
ie sections; author index, and will in January and July include a 
of names and addresses of all publishers whose material is in- 
bed. References which are removed after six months will ultimately 


B published in pamphlet form, cumulating for several years. 


turns, Callaghan & Co. 
1959) $20. 
ar New Rapid Taz Depreciation: 
How to Use It Profitably, Prentice- 
Hall (Englewood Cliffs) 


ACCOUNTING—ARTICLES 


Advantages and disadvantages of ac- 
crual, installment, completed contract, 
percentage of completion methods for 
individuals and corporations, Schan 
W A NYU11TthInst, p241, 12pp 

Code standards for determining period 
over which improvements to renew- 
able lease may be amortized, analyzed. 
Problems in application foreseen, 
Lurie A 11JTAX22, July59, 4pp 

Deferred payment contract is, IRS 
claims. cash basis income, 11JTAX150, 
Sep59, lp 

IRS errs in position that cancellation 
of a leasehold produces ordinary in- 
come if property has been sublet; Tax 
Court decision in Metropolitan Build- 
ings analyzed, criticized, Rubin R, 
10JTAX334, June59, 3pp 

Survey of recent developments in areas 
where tax and commercial account- 
ing differ; consideration of underlying 
causes for divergence, Emery 
NYU17th Inst, p183, 26pp 

Utilities enjoin AICPA bulletin on ac- 
counting treatment of tax deferred by 
using accelerated depreciation when 
the company uses normal deprecia- 
tion on its books, 11JTAX148, Sep59, 
lp 

accrual 

Analysis of claim or right and other 
accounting cases on scope of power 
to determine whether taxpayer’s sys- 
tem reflects income, 11JTAX79, Aug, 
59, app 


ge o 
Changes made before and after 1954; 
the 1958 law; current status of volun- 
tary changes and those required by 
the Commissioner, Holzschuher C Jr 
NYU17TthInst, p249, 8pp 
reserves 
Criticism of Supreme Court holding 
that dealers’ reserves withheld on 
financing are income, Herzberg A, 
11JTAX74, Aug59, 2pp 


ALIMONY 


Husband should be permitted to deduct 
payments to wife for her unrestricted 
use; recent cases criticized as failing 
to follow intent of Congress, Miller J, 
11JTAX160, Sep59, 4pp 


ANNUITIES 


Intra-family sale of assets for an an- 
nuity seen as saving tax; income, 
estate, gift tax treatment of each 
party analyzed, McGiveran B & 
Lynch W B, 138CLUJ14, Winter58, 
12pp; 10JTAX822, June59, 5pp 

Private annuities; income estate and 
gift tax problems of the annuitant 
and payor; basis of property trans- 
ferred for a private annuity; warn- 
ing that law is unsettled, Ekman S V, 
NYU17thInst, pl157, 14pp; similarly 
5PracLaw26, Apr59, llpp 

CAPITAL GAINS AND LOSSES 

Statement of the law affecting basis of 
specific types of property; gifts, in- 
heritances, stock rights, patents, etc. 
Thomas M, NYU17thInst. p561, 18pp 

COLLECTION OF TAXES 

transferee liability 

Decision in Stern approved as giving a 
definite standard, Hill W C NYU17th 
Inst p25, llpp 


COMPENSATION 


Consolidation Coal shadow stock de- 
ferred compensation plan outlined, 
minority stockholder’s suit which in- 


(Chicago, 
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validated it discussed; tax implications 
of that decision, Shelmerdine W, Jr, 
NYU17thInst, p933, 18pp 

Corporate ex ives probl plans 
for deferred compensation should 
recognize probability of double tax 
and endeavor .to lighten burden by 
using trusts, several beneficiaries, 
etc., option at retirement under pen- 
sion plans; estate and income tax 
problems especially if no capital gain 
options are available; deferring re- 
ceipt and choosing several benefici- 
aries, planning aspects of restricted 
stock options, Miller P, NYU17th 
Inst. pl171, 40pp 

duPont’s bonus program described and 
analyzed; footnoted to the law and 
the literature, Coz A H, NYU17th 
Inst, p905, 28pp 

Explanation of the spreadback for long 
term services compensated in large 
part in one year; law, rulings, cases, 
Bonagura R F, 107JAccount57, Mar 
59, 6pp 

Ford pension and deferred compensa- 
tion plans detailed, and provision an- 
alyzed in terms of the Code, Regula- 
tions and published literature, Fill- 
man J R, NYU17thInst p883, 22pp 

Informed comment on practical and tax 
aspects of new types of fringe bene- 
fits; medical expenses; group term; 
health and accident and other insur- 
ance; options; meals and lodging; 
scholarships, Schreiber 1, NYU17th 
Inst. p607, 20pp 

Survey of typical provisions in employee 
savings and investment plans; tax 
aspects covered briefly, Harvey W N, 
98Tr&Est92, Mar59, 3pp 

Popular forms of deferred compensation, 
capital gain opportunities through 
stock options and handling reimbursed 
expenses. Practical, refers to SEC, 
other legal problems, Mirandy S F, 
40LRB&MJ50, 13pp 

Practical questions and answers on 
what to include in an insured de- 
ferred compensation agreement, 
Thornburg J F, 10JTAX171, Mar59, 





4pp 

Unfunded deferred compensation plans 
of Ford, duPont and Consolidation 
Coal summarized and the way they 
handle difficult problems commented 
upon, Bergen K W, NYU17th Inst 
p879, 4pp 


CORPORATIONS—BOOKS 


Anthoine R, Corporate Tax Election to 
Pass Income and Loss to Shareholders, 
Practicing Law Institute (New York, 
1958) 44pp, $2. Analysis by 11 
lawyers presented at October 1958 
forum, as revised by the editor 

Anthoine R & Stinson G, Tax-free Ex- 

mges, Practicing Law Institute 
(New York, Rev. 1959) 118pp. $2 

Holland, Daniel M, The Income-Tazx 
Burden on Stockholders, Princeton 
University Press (Princeton, 1958), 
24lpp, $5.00. 
re, M M, Thin Capitalization, The 
Ronald Press, (New York, 1958) 
261pp, $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 
the factual situation in each case 
and taxpayer’s argument against the 
finding. 

Surrey S S, Income Taz Problems of 
Corporations and Shareholders, ‘The 
American Law Institute ( Philadelphia, 
1958) 74pp. This annual report of 
the American Law Institute tax pro- 
ject sets out the current tentative 
views of the ALI tax staff on changes 
that are needed in taxation of corpo- 
rate distributions, terminations, re- 
organizations, loss-carryovers, multi- 
ple corporations, attribution rules, 
debt financing. 


CORPORATIONS—ARTICLES 


Tax planning for the new growth com- 
pany and for its owners, a survey of 
the problems to be considered at each 
stage of growth; capital structure, 
accounting elections, dividend policy 
to accelerate growth and avoid tax 
problems, Tekampe F, Greene R, 11 
JTAX130, Sep59, 5pp 

buy-sell agreements 

Practical summary of the tax status of 
a corporate buy-sell agreement for a 
small business today, Buschmann Jr., 
C S & Carr Jr., J R, 45ABAJ292, 
Mar59, 3pp 

Script for conversations between buyer 
and seller of a business and their 
lawyers and accountants; topics dis- 
cussed include bargaining for price, use 
of loss carryover, basis problems, 
Bierman J D, Silverstein L, Kahn E 


L, Terry G, Schapiro D, Addison J, 
NYU17thInst. p717, 54pp 

Tax Court seen diluting benefits of new 
burden-of-proof rules; discussion of 
the immediacy test, acceptable pur- 
poses for surplus, problems in con- 
trolled corporations, the effect of re- 
demption of minority and majority 

planning to avoid 531 
troubles, Weithorn Stanley S NYU 
17thInst, p299, 28pp. 

colla 

Mills Committee advisory group pro- 
posals, as revised, present funda- 
mentally new rules very wide in scope 
and uncoordinated. Rejection and 
further study urged, Sugarman N A, 
10JTAX273, May59, 4pp 

Regulations analyzed, criticized as un- 
warranted, Wilkins T M TulTaxInst 
511, 1958, 29pp 

Tax Court definition of substantial part 
in Kelley case analyzed; conflict with 
CA-3 in Abbott noted; result ques- 
tioned as outside spirit of statute, 
Hewitt J, 11JTAX10, July59, 4pp 

Thorough and precise explanation of 
the changes made by the 1958 Act 
Friedman W H and Silbert G, NYU 
17thInst. p665, 20pp 

dividends 

Effect on earnings and profits of dis- 
tributions not in liquidation. Analysis 
of changes in the statute and detailed 
consideration and criticism of present 
rules. Urges more consideration of 
economic realities and accounting con- 
cepts. Di ii of bl when 
stockholders sell the ‘dividend prop- 
erty; inventory and non-inventory 
property dividends; appreciated and 
depreciated property, the tax and 
basis rules, Block N NYU17thInst, p 
267, 32pp 

ing to tax income to owners 

Accounting options of new corporation 
reason for incorporating partnership 
and electing, Butler S D, 10JTAX134, 
Mar59, 

Advantages and disadvantages of an 
election; prop tions an- 
alyzed, criticized, Mickey P F & Wal- 

* lick R D, 10JTAX268, May59, 6pp 

Consideration of advantages and d 

advantages, Eidenberg N, 29NYCPA 
266, Apr59, 8pp 

Discussion of the considerations deter- 
mining whether a business should be 
formed as partnership, proprietorship 
or corporation electing under Sub- 
chapter S. Tax problems at forma- 
tion, during operations, me! - = 
the business or death or 
of an owner, Willis A B, ITAKGG. 
Aug59, 5pp 

———. by electing corporations 

careful control, Alkire D L, 10 
JTAX132, Mar59, Ip 

Exposition of the Rag rulings (prior to 
proposed Regulations) pointing out 
uncertainties and ambiguities likely to 
result in litigation. Scholarly, exten- 
sively footnoted to legislative history, 
Anthoine R, 58ColILR1146, Dec58, 50pp 

Law summarized, Hayden M F, 22Conn 
CPAT, Mar59, 5pp 

List of danger spots and IRS interpreta- 
tion as shown by proposed regula- 
tions, Peel F W, 10JTAX357, June59, 





lp 

Practitioners at hearing object to pro- 
posed regulation barring election to 
liquidating corporation; royalties issue 
raised, 11JTAX13, July59, 2pp 

Summary of law; consideration of inter- 
relation with other sections, especially 
collapsibles, liquidations, thin incor- 
poration 33StJLR187, Dec58, 21ipp; 
reprinted in part, 10JTAX223, Apr 
59, 2pp 

formation 

Problems in choosing structure; practi- 
cal, thoughtful, comprehensive; cita- 
tions to cases and articles, Helleratein 
JR TulTaxinst416, 1958, 32pp 

liquidations 

Installment obligations received in liqui- 
dation; problems of intercorporate 
indebtedness; distribution of rights 
to receive income; IRS interpretations 
of Section 337; dangers in the use of 
a liquidating trust; Subchapter S and 
collapsibility, Katcher R, NYU17th 
Inst. p827, 30pp 

IRS refusal to rule on some 337 ques- 
tions makes advance planning to 
avoid delay vital; suggestions on use- 
ful procedures, Lanahan S, 11JTAX 
136, Sep59, Ip 

preferred stock 

Advisory group proposals on taxation 
of preferred stock dividends analyzed, 
criticized, Leist C D, l11JTAXT70, 
Aug59, 2pp 





Proposals of advisory group. for changes 
in 306 analyzed, criticized, Brooks G 
W, 11JTAX14, July59, 3pp 

redemptions 

After redemption (at reported tax 
value) of close corp. stock to pay 
estate tax (Sec. 303) estate agrees to 
higher estate tax value. What does it 
owe corp? Should more stock be re- 
deemed? Beyond 303 limits? At what 
price? Brief but cogent, Bachrach J, 
107J Account78, March59, 2pp 

Holsey decision disapproved; courts 
should consider motives in redemp- 
tion to prevent avoidance in close 
corporations, 12VandLRev505, March 
59, 8pp 

Mills Group proposals for changes in 
law analyzed, Donaldson J & 
Hobbet R, 10JTAX222, Apr59, 2pp 

reorganization 

Advisory Group proposes to 
spin-off by applying a per 
total-value test; criticized as 
tical, 11JTAX136, Sep59, 3pp 

Dividing a business: problems in debt 
and recently acquired securities as 
boot; allocation of basis and of earn- 
ings and profits; statutory tests of 
control, subsequent sale, active busi- 
ness. Practical comment on how to 
avoid some of these difficulties espe- 
cially where the IRS position is not 
yet clear, Marold C J, NYU17thInst, 
p857, 22pp 

Law and proposed revisions in treat- 
ment of debt in corporate amalgama- 
tions; continuity of interest; solely- 
for-stock requirements, Silverman J, 
10JTAX354, Apr59, 3pp 

Meaning of “in pursuance of the plan 
of reorganization” in legislative his- 
tory, cases, Regulations and rulings. 
Despite narrow definition in Regula- 
tions it has been interpreted as in- 
cluding transactions not defined as re- 
organizations but germane to the 
business of one party or effecting a 
readjustment of interests. Develop- 
ment of this concept would, author 
says, make business purpose test un- 
necessary and would clarify boot and 
liquidation transactions connected 
with defined reorganizations. Foot- 
noted to literature and recent pro- 
posals for legislation. Manning E, 72 
HarvLR881, Mar59, 37pp 

Methods of achieving a tax free acquisi- 
sition of all the assets of a less-than- 
wholly-owned-subsidiary, Donnelly T 
J, 37Taxes203, Mar59, 6pp 

Tax Court criticized for decision in 
Turnbow that boot may be received 
and yet the transaction may qualify 
as a reorganization, 11JTAX138, Sep 
59, 3pp 

small business investment companies 

Personal holding company ruled ap- 
ne to SBICs, 10JTAX142, Mar59, 
Pp 

thin 

Meticulous analysis of the development 
of the doctrine and shift from em- 
phasis on ratios (tables of ratios ap- 
proved and disapproved included) to 
current reliance on intent. Subchap- 
ter S and Section 1244 seen as end- 
ing some but not all thinness prob- 
lems. Concludes with advice on how 
to avoid thinness trouble, Caplin M, 
NYU17thInst. p771, 56pp 


DEDUCTIONS & EXPENSES—BOOKS 


How To Handle Travel and Entertain- 
ment Exapenses to Assure Taz De- 
ductions, The Journal of Taxation, 
(New York, 1958), 64pp, $2.00. Prac- 
titioner’s Guide No. 5. 

Wriggens, J C & Gordon, G B, Repaira 
vs. Capital Expenditures, The Ronald 
Press Co. (New York, 1958), 144pp, 
$10 ($8.50 on subscription) (Tax 
Practitioners’ Library). Features 
charts of fact situations and findings 


DEDUCTIONS G EXPENSES—ARTICLES 


Allowing employee to deduct cost of de- 
fense against rape charge approved; 
cases on criminal costs analyzed, 34 
NotDamL271, Apr59, 6pp 

Regulations now require capitalization 
of payroll taxes on construction, Hel- 
stein R, 29NYCPA810, Apr59, Ip 

advertising 

Treasury plans no change in rules on 
deductions for institutional advertis- 
ing Undersecretary Scribner says, 10 
JTAX217, Apr59, 2pp; similarly 37 
Taxes230, Mar59, 2pp 

clothing 

Oregon lists types of clothing deductible 
(its rules are similar to Federal), 
11JTAX89, Aug59, 2pp 

employees 

Current cases, typical IRS positions on 
treatment of disallowed employee ex- 
penses, Klett J C Jr. NYU17thInst, 
pl47, 10pp 


restrict 
cent-of- 
imprac- 


illegal 

Close analysis of development and 
present status of limitation on deduc- 
tions of fines and penalties; policy 
and vagueness of standards criticized, 
Crown J H NYU17thInst, p157, 26pp 

meals, lodging & moving 

British inland revenue tightens up on 
luncheon vouchers, a hitherto-untaxed 
fringe benefit, 11JTAX90, Aug59, lp 

medical 

Explanation of 1958 change increasing 
limitation for disabled over 65, Groh 
R, 37Taxes335, Apr59, 4pp 

Summary of deductibility of emp!oyees’ 
medical expenses and sickness acci- 
dent and health plan costs; cases col- 
lected; problems of the employee 
noted briefly especially in closely held 
corporations, Harris D V Jr. NYU 
17thInst, p207, 2lpp 

nonbusiness 

Law, Regulations and recent cases an- 
alyzed, defense-of-title doctrine criti- 
cized, Dohan D H W, NYUI7thInst. 
p579, 28pp 

travel and entertainment 

Disallowance by the Tax Court of meals 
on business trip of less than a day 
criticized as contrary to the statute, 
Oelbaum H, 11JTAX87, Aug59, 2pp 

Is listing on return necessary if a man 
works for two employers and accounts 
to one but not to the other? Helstein 
R, 29NYCPA309, Apr59, 1p 


DEPRECIATION—BOOKS 


Brown, E C, Effects of Taxation: De- 
preciation Adjustments for Price 
Changes, Harvard (Cambridge, 1952), 
16lpp 


DEPRECIATION—ARTICLES 


District court’s Hertz decision disap- 
proved as overturning established 
rules without specific statutory au- 
thorization, 12VandLRev499, March 
59, 4pp 

Lower court Hertz decision criticized; 
denies economically desirable rapid de- 
preciation to short-lived assets, 107 
UPennLR865, Apr59, Tpp 

No depreciation in year of sale if it 
brings basis below salvage equal to 
proceeds cf sale; CPA analyzes im- 
plications, Boydstun F W, 10JTAX 
162, Mar59, 2pp 

Reversal of Hertz decision by CA-3 re- 
ported, 11JTAX146, Sep59, 2pp 

Salvage, recomputation in year of sale; 
in declining balance method; criticism 
of the IRS positions, Morris W, 39 
LRB&MJ22, Oct-Dec58, 7pp, similarly; 
10JTAX258, May59, 3pp 

Treasury may not issue new Bulletin F; 
policy is to stress user’s experience, 
Undersecretary Scribner says, 10 
JTAX216, Apr59, 2pp 

Treasury policy since 1954; current cases 
on salvage, useful life, Cerny J F, 
211NCPA37, Spring59, lipp 

additional first year 

Law explained, Polisher E N & Aaron 
B L, 68DickLR214, Mar59, 5pp 


EARNINGS G&G PROFITS 


Accountant reviews items included and 
outlines method of working from 
book surplus, Skadden D H, 211lICPA 
37, Winter58, 10pp; similarly 10JTAX 
261, May59, 4pp 


ENTERTAINERS 


Use of deferred compensation, income 
averaging, conversion to capital gains 
to reduce tax on entertainer’s high in- 
come, Kragen A J, 31SoCalifLR390, 
24pp; similarly 10JTAX194, Apr59, 
5pp 

ESTATES AND GIFTS—BOOKS 

Beveridge J W, Beveridge Law of Fed- 
eral Estate and Gift Tazation, Cal- 
laghan & Co., (Chicago, 1956-58) 
1544pp, $60.00 

Lasser Institute J K, Estate Tax Tech- 
niques, Matthew Bender & Co., (New 
York) 1 vol., supplemented, (loose- 
leaf) $27.50. Written by 46 authors. 

Lowndes & Kramer, Federal Estate and 
Gift Taxes, Prentice-Hall, (Englewood 
Cliffs) 

Michaelson A M, Income Tazation of 
Estates and Trusts, Practicing Law 
Institute (New York, 1959) 86pp, $2 

Spinney W R, Estate Plann: ny—Quick 
Reference Outline, 6th Edition, 1958, 
Commerce Clearing House, (Chicago, 
1958) 96pp, $1.50 (paper cover) 

Wormser R A, Wormser’s Guide to 
Estate Planning, Prentice-Hall Inc., 
(Englewood Cliffs, N.J., 1958) 167pp, 
$4.95. Written for the client. 


ESTATES—ARTICLES 


administration 
Attorney on Treasury Legal Advisory 
Staff considers obligations to a for- 


mer spouse which survive death; 
leading cases analyzed; estate tax 
implications of 1958 gift tax legisla- 
tion considered, Willan R M, NYU 
17thInst, p1211, 16pp 

Careful planning of the time of distribu- 
tion can shift income tax among 
estate itself ‘and beneficiaries and into 
different taxable years; preliminary 
partial distributions may avoid at- 
tribution problems if stock is to be 
redeemed, Cavitch Z, 10JTAX288, 
Apr59, 3pp 

Developments within the past ten 
years on the marital deduction; cases, 
rulings, books, and articles cited, 
Bernstein A B, NYU17thInst, p1141, 
16pp 

Electing the alternate valuation date 
brings problems of includible assets, 
their basis, income in the interim; 
effect on legacies, Price J W, 8rd, 
NYUI1ithInst, p1345, 22pp 

E tor’s i tax probl espe- 
cially with distribution; cause is taxa- 
tio ander trust rules, Capps A T 
TulTaxInst40, 1958, l4pp 

Explanation of 1958 provision for 10- 
year installment payment of tax; in- 
terrelation with Section 303; ambigui- 
ties in law pointed out; comments of 
lifetime planning to use the privilege, 
Kalish R H, i11JTAX48, July59, 
5pp 

Income tax effect of distributions of 
corpus during administration; results 
under present law meticulously an- 
alyzed and compared with Advisory 
Group proposals; effect of proposed 
extension of separate share rule to 
estates; limitation on installment pay- 
ments; treatment of additional pay- 
ments required by state law on de- 
layed legacies, Casner A J, 38TrustB 
63, Mar59, l4pp 

Preliminary notice, Form 704, required 
if estate exceeds $60,000 should be 
filed if any likelihood estate will reach 
that figure, Tilly V S, 107J Account80, 
March59, Ip 

Street decision that nonadversary pro- 
bate proceeding does not determine 
widow’s marital deduction criticized 
as overlooking distinction between 
nonadversary and collusive proceed- 
ings and inapplicability to property 
decisions. Need for Indiana legislation 
seen, 34NotDamL195, Apr59, l4pp 

planning 

Corporate executives problems; plans 
for deferred compensation should 
recognize probability of doubt tax 
and endeavor to lighten burden by 
using trusts, several beneficiaries, 
etc., options at retirement under pen- 
sion plans; estate and income tax 
problems especially if no capital gain 
options are available; deferring re- 
ceipt and choosing several benefici- 
aries, planning aspects of restricted 
stock options, Miller P, NYU17th 
Inst. p1171, 40pp 

Discussion of typical intra-family trans- 
fers, particularly intervivos, that can 
reduce income taxes for the property 
owner and his family now and in his 
retirement and for the estate and 
heirs after death, Welsch G W, 10 
JTAX144, Mar59, 2pp 

Example of how a simple everything-to- 
my-wife will is improved by consid- 
eration of tax effect and planning to 
meet it, Kay D G, 11JTAX173, Sep 





59, 2pp 
Outline of course at Notre Dame Law 
School, 34NotDamL294, Apr59, 7pp 
Trust tax rules provide opportunities 


dividing property 
rights into present and future in- 
terests; thought-provoking compari- 
sons with tax advantages of insur- 
ance, Lowenhaupt H C, 38TrustB28, 
Jan59, 5pp 


EXCESS PROFITS TAX—BOOKS 

Seidman, Seidman’s Legislative History 
of Excess Profits Tax Laws: 1946-1917, 
Prentice-Hall, (Englewood Cliffs) 


EXCISE TAXES 


Treasury plans no change in rules on 
including co-operative advertising al- 
lowanees in excise tax base, Under- 
secretary Scribner says, 10JTAX217, 
Apr59, 2pp 

EXEMPT ORGANIZATIONS—BOOKS 

Doctors’ Offices in Hospital-Financed 
Buildings, Foundation for Manage- 
ment Research, Inc. (Chicago, 1958), 
40pp. Warning that such offices create 
dissension among doctors, antagonize 
possible contributors and endanger 
tax exemptiens 


EXEMPT ORGANI ZATIONS—ARTICLES 


Proposed Regulations would deny ex- 
emption to “action” organizations, 


for savings in 


limit research exemption 
sults are given to public, 1d Tak 
June59, lp; testimony at j 
11JTAX19, Julys9, 2pp ™ 
Real estate multiple listin boards 
taxable, 10JTAX351, Juness Ip “2 
Widespread use of gifts of remainder j 
tg oe may lead ,t2 legislation limi 
ng uction, 
contributions oe 
Gifts during life of other than cas 
property vs. nondeductible free gran 
of use; income for term of 
of remainder; income being resery, 
annuity; bargain sale; gift Subject 
mortgage; life insurance; prefer, 
stock (including Section 306 stock 
Typical transactions described 4p 
tax problems involved discussed, (y 
ler A R, NYU1‘thnst, plii7, dipp 
Tax saving in making bargain sales , 
appreciated property to charit 


Schlesinger M R, 10JTAX306, Mays 


2pp 
FARMERS—BOOKS 


Halstead H M, Federal Income Tazatio 
of Farmers, Committee on Continuin 


Legal Education, (Philadelphia, 1956% 


12%pp, $3.00 
FARMERS—ARTICLES 


Cases since Lewis limit its application 


10JTAX182, Mar59, 2pp 

Immature animals eligible for capj 
gain, cases analyzed, caution 
records needed; Lewis case and inven 
tories of accrual basis farmers ey 
plained, Bowen W, 10JTAX344, Jun, 
59, 4pp 

Treasury wants law to limit deductibj 
ity by co-ops of patronage refunds ng 
in cash, 10JTAX303, May59, Ip 


FOREIGN—BOOKS 

Diamond W H, Foreign Taz and Trad 
Briefs, Matthew Bender & Co., (Ne 
York) 1 vol., (loose-leaf) $50, in 
cludes service for one year. The 
structure of 71 countries, 

International Tax Agreements, Vol. V! 
Columbia University Press, (Ne 
York, 1958) 384pp, $2.50, Classifie 
chronological listing 

Rado A R, & Uckmar V, The Taz Co 
ventions Between the United Stete 
and Italy, International Bureau of Fi 
cal Documentation, 
1958), 104pp., $2.50. U.S. lawyer 
lains application to U.S. tax lx 
= lawyer, application to Itali 
law. 


Years; gift, 


(Amsterdamp ee 


eSSErs 


a 


3% 


Sees 


itt 


Posner S I & Allan H J, Federal Tozh"™™ calc 


and Foreign Investments, Publi 
Affairs Press (Washington, 18 
14pp, 50c. Easy to read; no citation 
introductory. 
FOREIGN—ARTICLES 
business 


Advantages and disadvantages of op . a 


erating through a foreign subsidi 
particularly opportunities for tax 
ferment and use of base compani 
comparison with branch and WH 
operations, Slowinski W A NYUIi 
Inst, p331, 18pp d 
Explanation of tax on foreign busine 
thru WHTC, branch, subsidiary, ¥ 
J M, 6AYoungJ22, 
Problems of operating through ab 


particularly depletion allowances, uae. 


of losses; problems with li 
and royalties and British and Fred 
tax credits, Horne W M Jr NYUIIt 
Inst, p349, 20pp pa 

Rep. Boggs urges new tax incentive 
for foreign business, 10JTAXS 
Mar59, 1p 

Tax incentives to investment abroad 
possibility of change in law discuss 
in general terms, Mahon J J, SLi 
&MJ17, Apr-Jun58, 9pp 

corporation k , 

New retroactive Regulation req 
foreign corporation to file retum 
get dividends-paid credit for pers 
holding company tax, Silverstein, 4 
10JTAX244, Apr59, 2pp 

income . 

Boggs bill summarized briefly; = 
first industry reaction quoted, 
JTAX160, Mar59, Ip 


Chief of IRS pension Trust Branca m 


plains taxation of distributions 
foreign service employees, [00 
I 11JTAX30, July59, Spp 
Citizens working abroad must now 
returns, 10JTAX161, Mar59, Ip 
Foreign taxes eligible for credit, 
in lieu; direct credits and ¢ 
taxes deemed paid: treaties comm 
tion problems, Hinkel T S NYU 
Inst, p391, 34pp : 
New reporting requirereuts on ine 
earned abroad by citizens; expan 
of U.S. and Canadian tax onl. 


citizen working in Canada, Kw * 


No. 2, Octi8, pa 












Unless 
10JTAX3: 
it hearing 


ray R, 1CanTaxJ 43, Jan-Feb59, 4pp, 11 
mAxis6, Sep59, 3pp 
‘tory rules and usual methods of 
sporting foreign income in terms of 
fs currency; problems of blocked 
igds and income of foreign branches, 
fnsche R C NYU17thInst, p425, 


‘pp 


it ynused because of operating loss 








boards no 
59, Ip 
emainder jy 
lation lim 
, May59, | 











than cas mn be carried over, says in- 
e free graMimally, Helstein R, 29NYCPA311, 
f years; giffigrs9, Ip : , a 

Ng reserve too narrow in denying similar 






it Subject 
> Preferre 
306 stock 
scribed an 





edit status to Belgium despite 

jench-Belgium convention waiving 

sable tax, 11JTAX122, Aug59, 2pp 
» Hemisphere Trading Corp 

parison with branch and subsidiary 

» Upplserstion; current problems in_nar- 











jain sales of oe Treasury interpretations, Craw- 
) charityudg WW NYU17thInst, p369, 22pp 
306, M outlined; sales subsidiaries with 

sly tax purpose, little activity, 





armed of danger, Friedman P H 
\YoungJ1, Jul68, 12pp; reprinted in 
rControll25, March59, 8pp 





me Tazatio 














] Contin Lin 
Iphia, 1956 EAUD—BOOKS 
Sor, HG, Tax Fraud: What the 
actitioner Needs to Know to Pro- 
' « His Client, The Journal of Taxa- 
applicationyj on, (New York, 1957) 96pp, $2.00. 
Jitides originally published in The 
for capit jurnal of Taxation, “Practitionera’ 
caution tide No. 8. ” 
e and invenihsnson, E R, Federal Tax Mraud 
farmers ey Bobbs-Merrill Co., Inc., (In- 
AXS44, Jun sssapolis, 1958) $12.50. 
it deductibi MUD—ARTICLES 
refunds nol) nent on recent cases; IRS policies, 
59, Ip oly J H NYU17thInst, p4s3, 
d Tradl ements and suggestions on handling 
: oo (New stax fraud case from opening of in- 


stigation, Mortenson E R, 37Taxes 
m5, Mar59, 14pp 





f) $50, ing 


‘ar. The ta) jeration of cases in which claims 
t Vol. INN” wallowable deductions was the 
its, Vol. VIN) for criminal proceedings for 


Tig MEewion, Cobert E O, NYU17thInst, 

0, Classified 19, 12pp 
he Taz Conk sstitutional issues in search and seiz- 
nited Stet raised in tax cases; deception 
nreau of Fa? agents, concealment of special 
msterdangt™, Avakian S NYU17thInst, 

vor agitel: LOPP 
ee minal action a collateral estoppel in 
~¥ to Italia wilt Cases analyzed; IRS tendency 
‘ oweure discrepancies in its net 





ederal Tazed wrth calculations discussed as op- 
ata Publid wrtunity for defense, Byer S NYU 
gton, 198% 
no citations 


Tthinst, p59, 14pp 

meal importance of having an ac- 
wuntant assist in defense of fraud 
we, especially one on net 
orth; criticism of courts as ignoring 
he necessity for accounting help in 
heir narrow privilege holdings; dis- 
wsion of non-tax cases contra, 
der L NYU17thInst, p511, 20pp 
lowance of the costs of defense 
int criminal fraud charges can 
ring huge financial costs to the con- 
ted evader; policy questioned, Bal- 
r iG, 11JTAX165, Sep59, 4pp 
msion, in practical terms, of the 
mblems facing the attorney handling 
net worth case. Cooperation, limita- 
ons on Government’s powers, attack- 
‘computations and the fraud de- 

























4, 1JTAX117, Aug9, 4pp 
mpresentation to examining agent 
trie criminal penalties to taxpayer 
ol adviser under IRC and False 
Mutements Statute, Balter H G, 10 
TAX248, Apr59, 2pp 

tial advice to lawyer handling 
nud investigations by IRS, Avakian 
nnnstess, 1958, 23pp 

we 
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t income, Smith G A TulTaxInst331, 
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es, Gools@@tOME—BOOKS 
-” now fey DA & Burford S F, Items of 
159, 1p income, Practicing Law Insti- 


credit, ume’ (New York 1958) 72pp $2.00. An 

d credits (@P%ition of the law, footnoted to 
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eatment. 


ts on ineROME—ARTICLES 


3; explanatid E : 
ax >= ‘arges of indebtedness at a dis- 
ada, kem@ ut exceptions to the general rule 


uutit is income; when to elect to re- 











duce basis, Stuetzer H Jr. NYU17th 
Inst, p229, 12pp 

Retirement income explained; examples 
of computation of credit, Gibson G E, 
10JTAX827, June59, 5pp 

Teleservice holding, that contributions to 
capital by customers are income, over- 
rules older cases but probably leaves 
community contributions still not tax- 
able income, 107UPennLR729, Mar59, 
4pp 

Treasury asks Congress to change law 
to permit taxfree exchange of Gov- 
ernment bonds for new issue in re- 
financing, 11JTAX163, Sep59, Ip 

Unions seek test case on strike benefits 
in lockout; IRS to request certiorari 
on Kaiser case, 10JTAX326, June59, 
lp 

tav benefit rule 

Der rlopment of the cases; the statutory 
rules, Rich Maurice H NYU17thInst, 
p257, 10pp 


INSURANCE—BOOKS 


How Federal Taxes Affect Life In- 
surance and Annuities, Commerce 
Clearing House, Inc., (Chicago, 1958) 
96pp, $1.50 


INSURANCE—ARTICLES 
Current developments; taxation of in- 
surance companies; pension plan 


changes; plans for the self-employed; 
estate tax cases re insured stock pur- 
chase agreements; transferee liability, 
ABAProceedings1958, Ins,Neg,&Comp, 
P1438, 26pp 

Does Ducros decision (that stockholders 
don’t have insurable interest in cor- 
porate officer’s life) mean that Tax 
Court is again ignoring corporate en- 
tity? 10JTAX304, May59, 2pp 

New York department of insurance 
curbs minimum deposit plans; popu- 
lar tax saving method may ended, 
Friedman M, 11JTAX8, July 59, 2pp 

Short summary of Life Insurance Com- 
pany Income Tax Act of 1959, 11JTAX 
148, Sep59, lp 

Tax Court denial of interest deduction 
on loans prepaying premiums fore- 
shadows trouble for bank-financed in- 
surance plans devised to obtain tax 
advantage, 10JTAX149, Mar59, 2pp 


INTERNAL REVENUE SERVICE 


Assistant Commissioner (Inspection) 
explains the internal audit and in- 
ternal security functions of the In- 
spection Service, Trainor H J NYU 
17thInst, p495, 16pp 

Commissioner’s letter and TIR explain 
that Inspection Service has no power 
to reopen clased case, 11JTAX95, 
Aug59, 2pp 

Electronic data processing machines 
being used by IRS; possible future 
uses as seen by IRS systems man, 

11JTAX157, Sep59, 2pp 


INVENTORY—BOOKS 


Butters J K, Effects of Taxation: In- 
ventory Accounting and Policies, Har- 
vard (Cambridge, 1949), 330pp 


INVENTORY-ARTICLES 


Brief comment on implications of Tax 
Court decision in Klein case on dollar- 
value LIFO inventory, DeLeoleos N 
T, 11JTAX147, Sep59, 2 pp 


INVOLUNTARY CONVERSION 


Law, Regulations and cases applicable 
to land condemnation; IRS policy on 
severance damages criticized as un- 
authorized by law, Miller K, 38NebLR 
507, March59, 18pp 


LOSSES 


carryback G carryover 

Legislative history and current cases, 
Winton S C, 11JTAX76, Aug59, 4pp 

Mechanical limitations on loss carryover 
after change in stock ownership can 
produce strange results. Illustration of 
minor variation in price producing 
big change in allowable loss, Hel- 
stein R S, 29NYCPA228, Mar59, 2pp 

Proposals of Mills Advisory Group as 
revised criticized, Teschner P A, 10 
JTAX277, May59, 1p 

casualty 

Analysis of recent cases and rulings, 
McDowell A J, NYU17thInst, p.627, 
24pp 


OIL, GAS AND MINERALS—BOOKS 


Breeding & Burton, Taxation of Oil and 
Gas Income, Prentice-Hall, (Engle- 
wood Cliffs). 


OIL, GAS AND MINERALS—ARTICLES 


Analysis of recent cases on capital 
gain on assignment of in-oil rights, 
Schoenbaum S NYU17thInst, p443, 
18pp ; 

Capital gains in minerals; sale, lease, 





assignment income; cases analyzed; 
citations to literature, Jewett R K 
TulTaxInst264, 1958, 37pp 

LaGloria opinion analyzed; seen as shift- 
ing depletion allowance from plant 
operator to field owner, but not 
answering the question where does 
manufacturing begin, Simon S C, 11 
JTAX176, Sep59, 3pp 

Mineral lease brokers; tax problems, 
especially “‘poel of capital” concept, 
importance of records, capital gains 
possibilities, Hughes A E TulTaxInst 
244, 1958, 20pp 

Natural gas; typical arrangement in 
production and processing and how 
they affect depletion; current cases on 
manufacturing vs. processing, Aik- 
man A E NYU17thInst, p473, 10pp 

Parsons and Huss cases analyzed; seen 
as re-establishing the importance of 
ownership of mineral; consideration 
of strip mining contracts that will 
allow depletion to stripper, Sneed J T 
11JTAX2, Julyi9, 5pp 

Sharing arrange:nents that will avoid 
capitalizing «ny of the intangible 
drilling expenses; typical agreements 
and appiicable rulings and cases an- 
alyzed, Birmingham J F NYU17th 
Inst, p461, 12pp 

Tax factors in organizing a new oil 
drilling vertare: corporation or part- 
nership; Subchapter S election; de- 
duction for intangibles; locked in de- 
pletion, Appleman F B, 10JTAX242, 
Mar59, 2pp 

Survey tax prenblems of investor; various 
interests explained; cases, IRS posi- 
tion critically analyzed; comprehen- 
sive, clear, Stroud E B TulTaxInst192, 
1968, 54pp 

When and how deduction is allowed for 
worthlessness. Criticism of Treasury 
position on some items seen as invalid, 
Wellen C W and Ryan W M, 10JTAX 
310 May59, 5pp 


PARTNERSHIPS—BOOKS 


Aronsohn A J B, Partnerships, Prac- 
ticing Law Institute, (New York, Re- 
vised to October 1958) 108 pp, $2.00. 

Little P., Federal Income Tazation of 
Partnerships, Little Brown & Co., 
(Boston, 1952) 469pp, (with 1957 
bound supplement), $25.00. Unfor- 
tunate that this fine text was not 
revised to include the 1954 Code. The 
separate volume: makes correlation of 
old-and new cumbersome. 

Willis, Handbook of Partnership Taza- 
tion, Prentice-Hall, (Englewood Cliffs, 
1957) 585pp, $15.00. The author was 
chairman of the advisory group on 
Subchapter K (partnerships) ap- 
pointed by the House Ways and 
Means Subcommittee on Internal Rev- 
enue Taxation. 


PARTNERS G PARTNERSHIPS— 
ARTICLES 


Advisory Group member explains pro- 
visions needing change and illustrates 
the group’s proposals, McDonald D, 
10JTAX152, Mar59, 3pp 

An outline, but with citations to Code 
and cases, of tax effect of retirement 
or death of a partner under various 
typical arrangements; income and 
estate taxes; basis of interests and of 
firm assets; computations, Willis A B, 
Little P, McDonald D, NYU17thInst, 
p1033, 34pp 

Associations taxable as corporations; 
older cases analyzed and found no 
longer fully authoritative; recent cases 
and rulings discussed and four cri- 
teria seen as controlling; associates, 
profit motive, centralized manage- 
ment, and continuity, Driscoll J P, 
NYU17th Inst, p1067, 30pp 

Income and estate tax on payments be- 
cause of disability, retirement or 
death of a partner; examples, Mac- 
Kay H M, 13CLUJ53, Winter58, 37pp; 
similarly 11JTAX54, July59, 7Tpp 


PENSION AND PROFIT-SHARING 
PLANS—BOOKS 


Rice L L, Basic Pension and I’rofit- 
Sharing Plans, Committee on Con- 
tinuing Legal Education ( Philadel- 
phia, 1957) 148pp, $3.00 

Pension and Profit-Sharing I’lansa and 
Clauses, Commerce Clearing House, 
(Chicago, 1958) 464pp, $9.00. Clauses 
and complete texts of actual plans. 


PENSION G PROFIT SHARING PLANS— 
ARTICLES 


Chief of the IRS Pension Trust Branch 
explains qualification of trust for for- 
eign service employees, Goodman I, 
11JTAX30, July59, 5Spp 

Detailed consideration of the problems 

that arise upon the reorganization of 

a firm having a pension plan. Mer- 

gers when one or both have plans, 





Robbins F J, NYU17thInst, p951, 


42pp 

IRS Chief of the Pension Trust Branch 
details procedures for qualifying plans 
and obtaining rulings. Comments on 
best methods and on areas in which 
the IRS will not rule, Goodman I, 
NYU17th Inst, p993, 40pp 

Tax planning by the employee is neces- 
sary to secure the advantages given 
to death and retirement benefits under 
qualified plans, Stock D, 11JTAX98, 
Aug59, 3pp 


PERSONAL—BOOKS 

Casey W J, Mutual Fu and How to 
Use Them, Institu« r Business 
Planning, Inc. (New rk, 1958), 
215pp, $12.50, Emphasis on family 


and small-corporation financial and 
tax planning 

Vernon W, Vernon L M, & Keebler S E, 
Federal Income T. ti of Individ 
uals, Committee on Continuing Legal 
Education, (Philadelphia, 1955) 150 
Pp, $2.50 

Everyday Tax Planning to Increase the 
Family’s Spendable Income, The Jour- 
nal of Taxation, (New York, 1956) 
1é4p, $2.95. Practitioner’s Guide No. 


Taz Angles for H ners, C ce 
—— House, (Chicago, 1957) 64pp, 


PERSONAL HOLDING COMPANIES 


Recent cases and rulings, Janin H Tul 
TaxInst482, 1958, 29pp 


POLICY—BOOKS 


Blough, The Federal Taxing Process, 
Prentice-Hall, Englewood Cliffs 
Holland D M, The Income Tax Burden 
on Stockholders,—A study by the Na- 
tional Bureau of Economic Research, 
New York, (Princeton, 1958) 241pp, 
$5.00. 1940-52 statistics examined to 
compare actual with burden if corpo- 
rate earnings were taxed directly to 
stockholders. Burdens computed at 
various stockholder income levels and 
with varying portions of corporate 
tax passed on through higher prices. 
Lent, G E, A Taz Program for Small 
Business, The Amos Tuck School of 
Business Administration, (Hanover, 
°1958) 28pp, (bulletin. -free) 


POLICY—ARTICLES 


A philosophic review of the methods the 
courts and Congress use in limiting 
tax avoidance consideration of literal 
interpretation of law; difficulties of 
tests based on intent; the importance 
of form, Blum W J, 8UofChiLSRec4, 
Autumn58, 7pp; similarly 10JTAX300, 
May59, 3pp 

CPA urges drastic revision ending 
lower taxes on capital gain to make 
system simpler and to achieve public 
acceptance, Bachrach M, 11JTAX102, 
Aug59, 2pp 

Representative Mills outlines topics for 
Ways and Means Committee hearings 
in November, 11JTAX101, Aug59, lp 

Weakening of opposition to Federal 
sales tax seen as offering opportunity 








for revision of income tax, Barlow 
J, 11 JTAX101, Aug59, Ip 
PROCEDURE—-BOOKS 
Casey LF, Casey Federal Tax Practice, 
Callaghan & Co., (Chicago, 1955) 
1951pp, (Cumulative Pocket Parts— 
annually) $80.00 


Goodrich E J & Redman L, Procedure 
Before the Internal Revenue Service, 
Committee on Continuing Legal Edu- 
cation, (Philadelphia, 1957) 205pp, 


Lore, How to Win a Taz Case, Prentice- 
Hall, (Englewood Cliffs) 

Keir L E, The Preparation and Trial of 
Cases in the Tax Court of the United 
States, Committee on the Continuing 
of Legal Education, (Philadelphia, 
1955) 

When You Go to the Tax Courts; Pro- 
cedure and Practice, Commerce Clear- 
ing House, Inc., (Chicago, 1957) 
316pp (paper cover), $4.00 


PROCEDURE—ARTICLES 


Ass’t Chief Counsel, Litigation, explains 
IRS civil litigation policies, Hertzog 
R P, 10JTAX295, May29, 4pp 

Effect on tax controversies of state 
court action; legal theories; cases col- 
lected; desirability of bringing state 
actions; collusive and nonadversary 
proceedings; consideration of under- 
lying judicial policies, Berger A L 
NYU17thInst, p87, 29pp 

Explanation of the law; some recent 
cases, Sarner L, 5PracLaw69, Jan59 
15pp; similarly 11JTAX35, Tpp 

Former IRS trial attorney comments on 
administrative, pre-trial and _ trial 








techniques for the practitioner; warn- 
ings of common errors at each step, 
Pesin E NYU17thInst, p37, 22pp 
Insistence by IRS that requests for rul- 
ings be properly prepared will mean 
quicker replies on acceptable applica- 
tions; similarly ending Chief Counsel's 


review of published rulings should 
speed action, 11JTAX156, Sep59, 2pp 
REAL ESTATE—BOOKS 


Anderson P E, Tax Planning of Real 
Estate, Committee on Continuing Le- 


gal Education, (Philadelphia, 1957) 
REAL ESTATE—ARTICLES 
Circumstances under which construc- 


tion by a lessee may be taxed as rent 
to the lessor; cases considered; sug- 
gestions on drafting agreements, 
Schlesinger N E, NYU17thInst. p 
697, 8pp 

Planning for the subdivision and sale 
of real property; avoiding dealer 
status, syndicates as partnerships or 
corporations electing under Subchap- 
- S, Purvis H, 11JTAX143, Sep59, 
pp 

Section 1237 seen as too limited to be 
useful; best advice on how to achieve 
investor rather than dealer status is 
to remain inactive, Repetti P J, 
NYUl1i7thInst, p651, 14pp 

Tax problem of developers; difficulty of 
achieving investor status; collapsibles; 
Subchapter S; Section 1244 stock. 
Informed and practical comment on 
ways to avoid these problems, Aron- 
— A J B, NYU17thInst, p685, 

pp 


RETIREMENT CREDIT 


Retired person allowed credit for pen- 
sions may find that receipt of Social 
Security is not tax-free; it may cause 
loss of retirement credit, Halsey C, 
107JAccount78, March59, 1p 


RETURNS 


IRS dissatisfied with some handwritten 
reproduced returns; requirements re- 
viewed, 10JTAX187, Mar59, lpp 


SALES TAX—BOOKS 


Due J F, Sales Tazation, The Univer- 
sity of Illinois Press, (Urbana, 1957,) 
396pp. $5.75. US, European, British 
Commonwealth sales taxes described; 
policy and administrative problems 
analyzed. 


SELF-EMPLOYED RETIREMENT 


Treasury opposition may defeat pro- 
posal for pensions for the self-em- 
ployed; arguments as presented by 
David Lindsay to Senate Finance 
Committee, 11JTAX169, Sep59, 2pp 


STATE AND LOCAL—BOOKS 


Hanczaryk E W & Thompson J H, The 
Economic Impact of State and Local 
Taxes in West Virginia, West Vir- 
ginia University, (Morgantown, 1958). 
Authors conclude that the state is be- 
low average in ability to pay taxes, 
but does not collect what it could; 
reliance on sales and excise called too 
heavy and property taxes foun’ in- 
equitable. 

Morton W A, Housing Tazation, The 
University of Wisconsin Press, (Madi- 
son, 1958) 280pp, $4.75. 

Stuetzer, H. Jr., Massachusetts Taxation 
of Corporations, Little, Brown & Co., 
(Boston, 1956) 125pp, $3.25. By a 
practicing accountant, partner in Ly- 
brand, Ross Bros. & Montgomery. 


STATE AND LOCAL TAXES—ARTICLES 


Case holding Baltimore Ad tax un- 
constitutional criticized; Constitu- 
tional local taxes on advertising 
seen as possible, Silverstein L, 20U 
PittLR607, Mar59, 14pp; similarly 11 
JTAX108, Aug59, 5pp 

Selecting state of incorporation; tax, 
other legal factors; law in all states 
noted, Dederick C G TulTaxInst372, 
1958, 44pp 

State and local taxes seen as usually not 
a large cost of doing business and 
not an important factor in location 
decisions, Thompson W R, 11JTAX 
44, July59, 3pp 

income taxes 

Changes in New York income tax laws 
in 1959 explained, Horowitz M, 10 
JTAX367, June59, 2pp 

Insurance agents not liable for New 
York unincorporated business tax, 11 
JTAX185, Sep59, 1p 


Policy in allowing Federal tax as a 


deduction in computing state taxes, 
11JTAX46, July59, 1p 

interstate commerce 

Senate Small Business Committee recom- 
mends temporary Federal law to pro- 
hibit state tax on income unless busi- 





ness has property or people in the 


state; would have commission to study 
problem and propose permanent law, 
11JTAX183, Sep’59, 3pp 

Georgia Tax official hails Stockham de- 
cision as fair but sees need for uni- 
form allocation law, Cox F L, 37Taxes 
299, Apr59, 3pp 

Former Massachusetts tax commissioner 
warns at Senate hearing that per- 
mitting states to tax income of inter- 
state business will result in double 
taxation due to overlapping allocation 
formulas, Dane J, Jr., 10JTAX362, 
June 59, 3pp 

Recent case on state taxation of muIti- 
state business; state programs of tax 
incentives to attract industry sur- 
veyed, Friou R E TulTaxInst540, 1958, 
16pp 

Westinghouse Tax counsel, at Senate 
hearings, tells of its costs in comnly- 
ing with state and local taxes, Kust 
L E, 10JTAX365, June59, 2vp 

Kentucky tax commissioner tells Senate 
hearing he expects to see provress in 
developing uniform income allocation 
formulas. Luckett J E, 10JTAX365, 
June59, 1p 

Businessman at Senate hearing savs he 
expects high compliance costs as states 
move to tax interstate commerce. Reed 
C H, 10JTAX364, June59, In 

Brief comments on effect of rerent 
Supreme Court decision permitting 
state taxation of interstate commerce, 
10JTAX284, May59, 2pp 

Economist discusses need for uniform 
methods of state taxation to reduce 
compliance costs: property and nav- 
roll are valid, sales are invalid meas- 
ure of source of income, Harriss C I., 
87Taxes327. Apr59, 5up 

Attorney who argued Northwestern 
States case reviews background, nrior 
litication, foresees burdens on inter- 
state commerce unless fair allocation 
formulas are reauired. Maun J A, 
10JTAX280, May59, 5pp 

sales tox 

States extend sales tax to services 11 
JTAX112, Aug59, 1p 


STOCK MARKET OPERATIONS 


Wash, short sales. options. rights. iden- 
tification problems, etc.. analvtical. 
comprehensive, Dixon A J TulTaxTnst 
556. 1958, 60pp 

Short sales, puts, calls, descrihed and 
tax treatment explained, Gelband J 
F, 11JTAX88, Aug59, 2pp 


TAX COURT 


Pre-trial techniques; practical comments 
on stipulation and settlement proced- 
ure, Lentz B V NYU17thInst, p125, 
10pp 

Former trial attorney for chief counsel 
discusses post-trial settlement and 
motion procedure. Whitman J I NYU 
17thInst, p135, 12pp 


TAX PRACTICE—BOOKS 


BRonghner J L. Tax Planning & Fee 
Settina for Profitable Law Practice, 
The Journal of Taxation, (New York, 
1958) 110pn, $8.00. Looseleaf, in- 
eludes periodic revisions. 


TAX PRACTICE—ARTICLES 


Comment by lawyer-CPAs on proposed 
Code of Conduct limiting dual prac- 
tice, 10JTAX877. June59, 3nn 

Connecticut court holds that hanks are 
not unlawfully practicing law in pre- 
paring and defendine tax returns for 
estates and trusts of which they are 
trustees. 11JTAX182, Sep59. 1p 

Lawyer-CPAs practicing both profes- 
sions often do poor audit work. 
Puerto Rican lawyer says, Moreno R 
G, 11JTAX182. Sep59, 1p 

Leading practitioner forthriehtly dis- 
cusses his answers to specific ethical 
problems arising in tax practice: ad- 
vice on proposed transactions, intent. 
records; errors on tax returns and 
duty to divulge; litigation problems in 
facts or cases unknown to the Gov- 
ernment: fraud cases: private interest 
vs. public responsibility, Darrell N 
NYU17TthInst, pl, 24pp 

Successful negotiations depend« on 
awareness of agent’s duties and obli- 
gations. IRS policy and duties of the 
enrolled person. Comments on how 
to negotiate. Freeman H A and Free- 
man N D, 11JTAX93, Aug59. 3pp 

Text of joint statement by NY State 
Bar and NY CPA Society forming 
committee to investigate violations of 
National Conference statement on 
proper tax practice for each profes- 
sion, 107]TAX1&6. Mar59. 2pp: also 
printed in 29NYCPA95, Feb59, 5pp 


TIMBER—BOOKS 
Falk, Jr.. H W, Timber and Forest 





Products Law, Howell-North Books. 
Berkeley, Calif., 1958). Price, $7.50. 


TIMBER 


Discussion, written as though between 
tax expert and timberman, on how to 
run business to assure capital gain; 
safe methods; debatable IRS _posi- 
tions, Briggs C W, 10JTAX236, Apr 
59, 4pp 

Law and Regulations applicable to 
capital gains from timber explained, 
13ArkLR40, Winter58-59, llpp 


TRUSTS—BOOKS 


Kennedy L W, Federal Income Taxation 
of Trusts and Estates, Little, Brown 
& Co., (Boston, 1948) with 1953 sup- 
plement. 837pp. $20.00. This is the 
text on the subject; thorough, com- 
prehensive. 

Nossaman W L, Trust Administration 
and Tazation, Matthew Bender & Co., 
(New York) 2 vols., (loose-leaf) 


$42.50. 

Olson R L & Gradishar R L, Saving In- 
come Taxes by Short Term Trusts, 
Prentice-Hall, (Englewood Cliffs. 
1956) 203pp, $7.50. Exposition of 
Code; examples. 

Tweed H & Parsons W, Lifetime and 
Testamentary Estate Planning, Com- 
mittee on Continuing Legal Educa- 
tion, (Philadelphia, 1955) 


TRUSTS—ARTICLES 


Custodianship and support trusts for 
minors seen as less useful than ordin- 
ary trusts in view of Treasury in- 
flexible stand on taxation of income 
to parents. IRS position is doubtful 
and litigation is foreseen, Savage T 
D Jr, NYU17thInst, p1097, 20pp 

General consideration of financial prob- 
lems of a family and how support 
trusts and gifts to custodians can 
provide an answer at considerable tax 
saving if they are carefully planned, 
Raymond J J, 11JTAX104, Aug59, 


8pp 

Inclusion of trust in grantor’s estate 
(State Street Trust case, Cushing 
estate) because of his wide powers as 
trustee criticized, but practitioners are 
warned that trustees should consider 
resigning, 11JTAX172, Sep59, 2pp 

Power to invade principal need in most 
long-term trusts; how to avoid tax 
disadvantages of such powers, Cavitch 
Z, 11JTAX113, Aug59, 2pp 

Practical and tax considerations in 
choosing among the three types of 
trusts for contributions to minors 
which trusts are eligible, entirely or in 
large part, for the annual gift tax 
exclusion, Branscomb Jr., H, 37Taxes 
231, Mar59, 9pp 

Summary of the most important Ad- 
visory Group proposals with com- 
ments expressed at the hearings by 
the Treasury and by practitioners, 
ne W K, 10JTAX870, Juneb59, 
pp 

Tax, legal, practical aspects of family 
trusts; personal aspects of trusts for 
pensions, deferred compensation, busi- 
ness life insurance; recent cases, legis- 
lation discussed; references to texts 
and recent articles; comprehensive, 
clear, Lentz H T TulTaxInst64, 1958, 
124pp 

Termination problems; when does trust 
terminate? Problems at death of in- 
come beneficiary; allocation of capital 
gains; loss carryovers;: partial termi- 
nations, Glassmoyer T P, NYU17th 
Inst, p1227, 18pp 


UNEMPLOYMENT TAXES 


NY permits voluntary contributions by 
employers; example of saving in vol- 
untary payment, 11JTAX180, Sep59, 
lpp 


VALUATION 


Thoughtful comments on fundamental 
techniques; factors influencing courts; 
sees need for reasoned analysis in de- 
cisions rather than arbitrary findings, 
Gordon E L NYU1TthInst, p73, 14pp 


CASES DISCUSSED 


Articles discussing extensively a tax 
case are indexed below. The first word 
in each item below is the name of the 
case, the second word the major sub- 
ject heading under which the article 
is indexed, the third word the minor 
heading, and the fourth word (italicized) 
is the first word of the index entry of 
the article containing the discussion. 


Abbott—corp, collapsible—taz 
Abell—s&l—case 
Alcoma—loss, casualty—analysis 


Altdorfer—acc—deferred 
Alprosa—losses, carryback—legi 
Auto Club of Mich.—ace, ace 





















Babcock’s Estate—est, admin—Street 
Baird—acc, reserves—criticism 
Bankline—oil, gas & min—LaGlorig 
Barker—oil, gas and min—analyi, 
Bausch & Lomb—corp, reorg 
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a 
Street Trus 


Bazley—corp, reorg—meaning ham Valve: 
Beacon Brass—fraud—misrep y; brief; C 
Beacon Publishing—ace, ace _est, admi 
Becher—corp, reorg—meaning ors—fraud- 
Berkowitz—comp—consolidation Truck Ren 
Blair—procedure—effect 

Blumenthal—trusts—taz bley—oil, £8 
Bodkin—fraud—constitutional pw—corp, | 
Boettinger—alimony—husband n—est, adn 
Bounds—comp—payments i—oil, gas 
Breitfeller—corp, acc erngs tax—jg, ps—dke, t& 
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PROFESSIONAL TAX PUBLICATIONS 
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1959 Institute On Federal Taxation 


Sponsored by New York University 

All in one large book. Seventy-one of the country’s most respected 
tax specialists present tax studies in depth on the important prob- 
lems of the day and how to meet these problems. A few of the main 
subject divisions are: Estate Planning ... . Individual Tax Problems 
. . . Corporate Organization and Financing . . . Deferred Compen- 
sation . . . Pensions . . . Partnerships . . . Oil and Gas. . . Tax 
Court Procedure . . . Tax Practice Ethics ... Fraud... Real Estate. 


1959 Major Tax Planning 


Sponsored by University of Southern California 

This volume is awaited eagerly each year by tax men who respect 
the views expressed by outstanding tax specialists who HAVE SOME- 
THING TO SAY. They tell you in the most practical way possible 
what to expect in 1959 and 1960. Includes a detailed analysis of the 
1958 I.R.C. Amendments. A few of the topics are: Tax Liens . 
Taxing Income to Shareholders . . . Brother-Sister Corporations 
. . . Partial Liquidations . . . Stock Redemptions . . . Accumulation 
of Earnings .. . Trusts . . . Traveling and Entertainment Expenses. 


Federal Taxation of Oil and Gas Transactions 
by Leland E. Fiske ‘t 


A clear explanation of the special applications of federal tax law 
in the oil and gas industry. Thoroughly integrated, concise, easily 
understood. The author’s long experience in the industry, including 
service in a high post in the Internal Revenue Service, offers assur- 
ance of a practical viewpoint. He is one of the most respected experts 
in this field. Covers Exploration, Acquisition, Development, Opera- 
tion, Depreciation, Depletion, Disposition, Net Losses, Partnerships, 
Associations, Estates, Trusts, Corporations, Valuation. 


Herr’s Instant Depreciation Computer 
by Robert R. Herr, C.P.A. 


Gives you instant side by side depreciation to the penny for 
straight line, sum of years-digits or declining balance methods. This 
volume of tables contains over 123,000 IBM computations for annual, 
monthly, portions of years, infrequently used lives, etc. Compare 
results in advance. Complete explanation (just revised) of the depre- 
ciation provisions of the 1954 Tax Law. 
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